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IN THE | 

United States Court of Appeals 1 
for the District of Columbia 

No. 8967 


POTOMAC ELECTRIC POWER COMPANY,! 

Appellant, 
vs. 

i 

PUBLIC UTILITIES COMMISSION OF THE 
DISTRICT OF COLUMBIA, 

Appellee l 


BRIEF FOR POTOMAC ELECTRIC 
POWER COMPANY 


JURISDICTIONAL STATEMENT 

i 

This is an appeal by Potomac Electric Power Company 
(the Company) from a judgment of the District Court of 
the United States for the District of Columbia entered 
January 29, 1945, affirming order No. 2796 (the Rate 
Order) of the Public Utilities Commission of the District 
of Columbia (the Commission) entered July 22, 1944, re¬ 
ducing the Company’s rates for electric service in the 
District. 

A petition (App. 245*) for reconsideration of the Rate 
Order (App. 1) was filed by the Company (D. C. Code 
43-704, 37 Stat. 988, 49 Stat. 882) and denied by the Com¬ 
mission on August 18, 1944 (App. 249). The Company 

* References to the printed record are made under the abbreviation 
“App.” (Appendix). 
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then filed a petition of appeal in the court below (App. 
239), jurisdiction in that regard being conferred by D. C. 
Code 43-705, 37 Stat. 989, 49 Stat. 882. 

From the judgment of the court below the Company filed 
a notice of appeal (App. 265) on January 29, 1945. This 
Court has jurisdiction of the appeal by virtue of D. C. 
Code 43-705, 37 Stat. 989,49 Stat. 882. 

STATEMENT OF THE CASE 
1. Historical Background 

The Commission was created by an Act of March 4, 1913 
(D. C. Code 43-101-1007, 37 Stat. 974 §8, herein called 
the Act) to regulate public utilities in the District. Among 
other powers the Commission was given the power to fix 
rates* in accordance with a formula prescribed by the Con¬ 
gress, in the light of original cost, reproduction cost, etc.,** 
so as to reflect “fair value ... at the time of said valu¬ 
ation.In addition the Congress authorized the utility and 
the Commission to meet the rate-making problem without 
resort to the cumbersome proceedings that were familiar 
on an adversary basis by agreeing on any compromise 
scheme or rule for rate-making that “may be practicable 
and advantageous to the parties interested.”tf The litiga¬ 
tion procedure authorized by the former of these sections is 
herein called Adversary Procedure. The compromise pro¬ 
cedure authorized by the latter of these sections is herein 
called Agreed Procedure. 

Soon after the enactment of the Act the Commission 
instituted proceedings to review the rates of the Company 

*D. C. Code 43-411, 37 Stat. 983; D. C. Code 43-701, 37 Stat. 988; 
D. C. Code 43-911, 37 Stat. 992. 

**D. C. Code 43-305, 37 Stat. 978, quoted at p. 8 below. 

f D. C. Code 43-306, 37 Stat. 978, quoted at p. 9 below. 

ffD. C. Code 43-317, 37 Stat. 980, quoted at p. 10 below. 
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under Adversary Procedure. Investigations into the f^.ir 
value of the Company’s properties began in June, 1914, and 
continued until May, 1917 (App. 240). At that time 
the Commission entered a valuation order purporting to find 
the fair value of the Company’s properties and, soon after¬ 
wards, a rate order requiring a rate reduction. But on appeal 
this Court in 1921 set aside the valuation order* and the 
rate order thus became void. 

Even in 1924 the problems of this litigation had not been 
solved. At that time efforts were made to explore the corti- 
promise route. These were successful. The Commission arid 
the Company, following Agreed Procedure, mutually ac¬ 
cepted a particular formula for a semi-automatic annual 
re-determination of rates. This particular formula was 
given the rather abstract name of the Sliding Scale, or, to 
speak more exactly, in view of changes made later by mutual 
agreement, Sliding Scale No. 1. 

Put simply, Sliding Scale No. 1 (App. 58) provided 
a program for determining rates by four factors, the Rate 
Base, the Rate of Return, the Allowed Depreciation, and the 
Rate Adjustment. The Rate Base was an agreed figure 
for fair value of then existing properties plus subsequent 
net additions at cost. The Rate of Return was fixed at 7J4 %' 
of the Rate Base. The Allowed Depreciation was an annual 
accrual, computed at designated rates applied to the Rate 
Base, reduced by interest accrued on an initial reserve of 
agreed amount, plus subsequent accretions thereto. Any 
sum by which gross revenues in any year less operating 
costs and the Allowed Depreciation should exceed 7 /\% 
of the Rate Base was to constitute earnings available 
for Rate Adjustment, such earnings being, for the purposes 
of the calculation, called Excess Income. Finally, the Rate 

*The decision (Potomac Electric Power Company v. Public Utili¬ 
ties Commission, 51 App. D. C. 77, 276 F. 327 (1921), app. dism. 
Keller v. Potomac Electric Power Company, 261 U. S. 428 (1923)) ;is 
discussed later in the brief. 
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Adjustment was to reduce rates for the next year by one- 
half the amount of any Excess Income, leaving the other 
half to the Company as an incentive to further investment 
and efficiency of operation. 

This arrangement was submitted to the court below in the 
litigation mentioned above and approved by a consent de¬ 
cree of December 31, 1924 (App. 57), thus ending the 
litigation. 

The scheme worked satisfactorily for many years, indeed 
until the institution of the present proceeding, though cer¬ 
tain changes were made from time to time by consent as 
shown below. Each year the Commission examined the ac¬ 
counts of the Company, determined the amount of the Rate 
Adjustment and entered an order requiring the rate re¬ 
duction so indicated.* The changes in Sliding Scale No. 1 
were of two sorts, first and more important, three successive 
reductions in the Rate of Return and, second and less im¬ 
portant, annual exclusions from the Rate Base of values in 
excess of original cost included in the Rate Base for proper¬ 
ties that in the mean time had been retired. The changes of 
the first sort were made by consent orders,** the second by 
annual orders unappealed and thus accepted. 

In result, there was in effect, at the time of the institution 
of this proceeding, what may, for convenience, be called 
Sliding Scale No. 4.f It was, in all material respects, the 
same as Sliding Scale No. 1 except that (t) the Rate of 

*In one year (1941) the Excess Income was a small deficiency. 

**Consent decree entered by the court below on February 8, 1933, 
ending other litigation by the Company to set aside a unilateral order 
of the Commission making a greater reduction, and consent orders 
of the Commission entered February 5, 1936 (No. 1476) and Feb¬ 
ruary 2, 1938 (No. 1650). See also the Commission’s order of April 
26, 1943 (No. 2564) limiting the allowable amount of income taxes 
and changing the method used in the annual exclusions for retired 
properties; the Company appealed but later dismissed its appeal with¬ 
out prejudice. 

■[•Reflecting the order last mentioned in the next footnote above, this 
would be Sliding Scale No. 5. 
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Return had been reduced to 6% and (it) there had been ex¬ 
cluded from the Rate Base all values in excess of original 
cost in respect of properties that had by then been retired. 
During this period of 19 years, it may be noted incidentally, 
there had been no resort to Adversary Procedure, rates had 
been steadily reduced (dropping materially below the na¬ 
tional average) and the Company had improved its service 
and credit. 

2. This Proceeding in the Commission 

On April 26, 1943, the Commission entered an order (No. 
2565, App. 249) instituting an investigation to deter¬ 
mine whether it should make “modifications of the basic 
elements of the existing arrangement,’’ specifically in e^ch 
of the four fundamental factors of Sliding Scale No.i 4, 
namely, the Rate Base, the Rate of Return, the Allowed 
Depreciation and the Rate Adjustment. On January 5, 1944 
it entered an order (No. 2703, App. 253) of the regular an¬ 
nual type for an investigation to determine the rate changes 
needed currently to reflect Sliding Scale No. 4 as then in ef¬ 
fect or as might be modified in the other proceeding. The 
two proceedings were consolidated and later heard at lengith. 

The Commission made no effort to follow the forms!of 
procedure required by the Act in the case of Adversary 
Procedure or to make any finding, essential under Adver¬ 
sary Procedure, of the present fair value of the properties. 
On the contrary the Commission proceeded consistently and 
exclusively on the basis that it had an independent grant of 
rate-making power under Agreed Procedure that it mi£ht 
exercise without any consent on the part of the Company 
and indeed in the face of its express opposition. On this 
view the Commission, over the opposition of the Company, 
revolutionized Sliding Scale No. 4 by drastic changes in 
each of the four fundamental factors, as follows (App. 
19-21 and 42): 

i 

i 

i 
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(a) The Rate Base was cut down by three deduc¬ 
tions never previously made: 

(t) The whole amount of the depreciation re¬ 
serve ($17,800,000); 

( ii ) The whole remaining excess over original 
cost, even though applicable to properties 
still in service ($5,600,000); and 

(in) The whole allowance for cash working capi¬ 
tal ($1,300,000). 

These make a total reduction of $24,700,000 from the 
$105,600,000 Rate Base determined under Sliding 
Scale No. 4. 

( b ) The Rate of Return was reduced from 6% to 

5 ^%. 

( c ) The Allowed Depreciation was increased from 
the rates prescribed under the formula in Sliding Scale 
No. 4, namely, 1.9% and 2.1% of the Rate Base less 
4% on the depreciation reserve (a net charge of $1,- 
300,000), to 2.7% of depreciable property (a charge 
of $2,500,000). 

( d ) The Rate Adjustment was substantially in¬ 
creased as a result of changing the method of effecting 
such adjustment, so that, after providing for all result¬ 
ing reductions in taxes, net income, rather than gross 
revenues as in Sliding Scale No. 4, would be reduced 
by half the amount of Excess Income. 

The effect of these changes was to reduce the basic per¬ 
missible return from $6,300,000 to $4,400,000, a reduction 
of $1,900,000.* In part this reduction was offset by the in¬ 
crease in Allowed Depreciation but a reduction of $250,000 

*(6% X $105,600,000) - (5/ 2 % X $80,800,000) = $1,900,000 
(App. 13 and 42). 
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remained to be made and this amount was taken wholly out 

of net income, thus requiring a rate reduction of $1,000,Q00 

or twice the total amount of Excess Income. There would 

« 

have been no reduction at all if the Commission had applied 
Sliding Scale No. 4 without the basic changes listed in (<z)- 
( d ) above. 

The Company, while admitting that the Commission was 
not foreclosed by Sliding Scale No. 4 from the exercise; of 
its regular rate-making powders, at all times made it clear 
that it did not accept any of these changes or the New Slid¬ 
ing Scale created by them. In the petition for reconsider¬ 
ation the Company expressly rejected it (App. 246). 
There is no claim of consent (App. 10). 

On the contrary, the Commission proceeded solely on the 
basis that under paragraph 18 of the Act (D. C. Code 
43-317, 37 Stat. 980) it had power to enforce any new slid¬ 
ing scale, even though differing in “the basic elements” from 
the agreed formula, without any consent on the part of the 
Company and without compliance wdth the rate-making 
requirements provided by the Congress for Adversary 
Procedure. On this view the Commission entered the Rate 
Order. The validity of this view is the decisive issue'in 
this appeal. 

3. Action of the Court Below 

On the appeal of the Company the court below, per 
Symes, D. J., sitting by assignment, sustained the Rate 
Order. His opinion (App. 262) is brief and does not 
discuss the major questions. Apparently it rests mainly on 
the view that once granted any arrangement under para¬ 
graph 18 (D. C. Code 43-317, 37 Stat. 980), a utility 
forfeits the protection required by the Congress for r^te- 
making in the absence of consent and is bound by any modi¬ 
fications the Commission may later make in the original 
arrangement, however basic be the modifications. 

On this view the learned Judge concluded that: 
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“the plan [Sliding Scale No. 4] as modified by the 
Commission ... [in the Rate Order] is still in force 
and effect . . .” 

and so affirmed the Rate Order. 

STATUTES INVOLVED 

The provisions of the Act principally involved in this 
appeal are paragraphs 2, 6, 7,8,9 and 18.* 

These provisions are as follows: 

“Par. 2. That every public utility doing business 
within the District of Columbia is required to furnish 
service and facilities reasonably safe and adequate and 
in all respects just and reasonable. The charge made by 
any such public utility for any facility or services fur¬ 
nished, or rendered, or to be furnished or rendered, 
shall be reasonable, just, and nondiscriminatory. Every 
unjust or unreasonable or discriminatory charge for 
such facility or service is prohibited and is hereby de¬ 
clared unlawful. Every public utility is hereby required 
to obey the lawful orders of the commission created by 
this section/’ 


“Par. 6. That the commission shall ascertain, as 
soon and as nearly as practicable, the amount of money 
expended in the construction and equipment of every 
public utility, including the amount of money expended 
to procure any right of way; also the amount of money 
it would require to secure the right of way, reconstruct 
any roadbed, track, depots, cars, conduits, subways, 
poles, wires, switchboards, exchanges, offices, works, 
storage plants, power plants, machinery, and any other 
property or instrument not included in the foregoing 
enumeration used in or useful to the business of such 
public utility, and to replace all the physical properties 
belonging to the public utility. It shall ascertain the 
outstanding stock, bonds, debentures, and indebted- 


*D. C. Code, 43-301,43-305-8 and 43-317,37 Stat. 977,978 and 980. 
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ness, and the amount, respectively, thereof, the date 
when issued, to whom issued, to whom sold, the pri^e 
paid in cash, property, or labor therefor, what dis¬ 
position was made of the proceeds, by whom the in¬ 
debtedness is held, so far as ascertainable, the amount 
purporting- to be due thereon, the floating indebtedness 
of the public utility, the credits due the public utility, 
other property on hand belonging to it, the judicial or 
other sales of said public utility, its property or fran¬ 
chises, and the amounts purporting to have been paid, 
and in what manner paid therefor, and the taxes paid 
thereon. The commission shall also ascertain in detail 
the gross and net income of the public utility from all 
sources, the amounts paid for salaries to officers and 
the wages paid to its employees, and the maximum 
hours of continuous service required of each class. 
Whenever the information required by this paragraph 
is obtained it shall be printed in the annual report of 
the commission. In making such investigation the com¬ 
mission may avail itself of any information in posses¬ 
sion of any department of the Government of the 
United States or of the Commissioners of the District 
of Columbia. 

! 

‘Tar. 7. That the commission shall value the prop¬ 
erty of every public utility within the District of Co¬ 
lumbia actually used and useful for the convenience 
of the public at the fair value thereof at the time of 
said valuation. 

“Par. 8. That before final determination of siich 
value the commission shall, after notice of not less than 
thirty days to the public utility, hold a public hearing 
as to such valuation in the manner hereinafter provided 
for a hearing, which provisions, so far as applicable, 
shall apply to such hearing. The commission shall, 
within ten days after such valuation is determined, 
serve a statement thereof upon the public utility in¬ 
terested, and shall file a like statement with the District 
Committees in Congress. 


i 
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“Par. 9. That the commission may at any time, on 
its own initiative, make a revaluation of the property 
of any public utility.” 


‘‘Par. 18. That nothing in this section shall be 
taken to prohibit a public utility, with the consent of 
the commission, from providing a sliding scale of rates 
and dividends according to what is commonlv known 
as the Boston sliding scale, or other financial device 
that may be practicable and advantageous to the parties 
interested. No such arrangement or device shall be law¬ 
ful until it shall be found by the commission, after in¬ 
vestigation, to be reasonable and just and not incon¬ 
sistent with the purposes of this section. Such arrange¬ 
ment shall be under the supervision and regulation of 
the commission. The commission shall ascertain, de¬ 
termine, and order such rates, charges, and regula¬ 
tions, and the duration thereof as may be necessary to 
give effect to such arrangement, but the right and 
power to make such other and further changes in rates, 
charges, and regulations as the commission may as¬ 
certain and determine to be necessary and reasonable, 
and the right to alter or amend all orders relative 
thereto, is reserved and vested in the commission not¬ 
withstanding any such arrangement and mutual agree¬ 
ment.” 


STATEMENT OF POINTS 

1. The Rate Order can not be sustained on the basis of 
a sliding scale arrangement. 

2. The Rate Order is accordingly void without regard 
to any other section of the Act. 

3. The Rate Order can not be justified under the regular 
rate-making provisions of the Act, so from all points of 
view the Rate Order is void. 
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SUMMARY OF ARGUMENT 

1 . | 
The Rate Order can not be Sustained on the Basis 
of a Sliding Scale Arrangement. 

The Act empowers the Commission to fix rates by Adver¬ 
sary Procedure upon a determination of current fair value 
made in the light of original cost and reproduction cost 
(Par/s 6-8, D. C. Code, 43-305-7, 37 Stat. 978). To avoid 
the well known difficulties and delays of such procedure, the 
Act permits compromise arrangements for rate fixing by 
“mutual agreement” (Par. 18, D. C. Code, 43-317, 37 Stat. 
980). But these arrangements can be made only by agree¬ 
ment. While the making of such an arrangement does riot 
foreclose any later exercise of the Commission's regular 
rate-making powers, it does not confer on the Commission 
any additional authority to change the arrangement without 
consent of the utility except by the exercise of the Commis¬ 
sion’s regular rate-making powers. So far as concerns power 
under Paragraph 18, changes can be made only by “mutual 
agreement”. This is clear both from the words of the Act 
and from its policies and is implicit in rulings of the Corii- 
mission (Re Washington Gas Light Co., 11 P. U. R. (N.Sj.) 
469,471 (1935 )) and of this Court ( Washington Gas Light 
Co. v. Byrnes, 78 U. S. App. D. C. 107, 137 F. 2d 547, 549 
(1943) aff. sub nom. Vinson v. Washington Gas Light Co., 
321 U. S. 489 (1944)). I 

The Rate Order changes, in fundamental respects, every 
basic factor of the sliding scale to which the Compariy 
agreed, drastically revising the Rate Base, the Rate of 
Return, the Allowed Depreciation and the Rate Adjust¬ 
ment. j 

The Company has not consented to any of these changes 
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but has consistently opposed them and in terms rejected 
them. 

The Rate Order is, therefore, not justifiable as a sliding 
scale arrangement under Paragraph 18. 

2 . 

The Rate Order is Accordingly Void Without Regard 
to Any Other Section of the Act. 

The only basis on which the Commission purported to act 
was a supposed authority under Paragraph 18. 

The validity of the Rate Order must be judged on the 
grounds used by the administrative agency without regard 
to other grounds that might possibly have been, but were in 
fact not, invoked by the administrative agency (Securities 
and Exchange Commission v. Chenery Corp., 318 U. S. 
80(1943)). 

The only purported basis for the Rate Order being 
untenable (Point 1 above), it follows that the Rate Order 
is necessarily void without regard to any other section 
of the Act. 


3. 

The Rate Order can not be Justified Under the Regular 
Rate-Making Provisions of the Act, so from all 
Points of View the Rate Order is Void. 

The valuation procedure defined in Paragraphs 6-8 of 
the Act was intended by the Congress as a condition to any 
regulation of rate levels made without consent of the 
affected utility. This is apparent from the Congressional 
history of the Act, its contemporaneous construction by the 
Commission (Formal Case No. 47, not reported) and the 
elucidation given it in a series of cases by this Court: 
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Potomac Electric Power Co. v. Public Utilities 
Commission, 51 App. D. C. 77, 276 F. 327 (1921), 
app. dism. sub nom. Keller v. Potomac Electric 
Power Company, 261 U. S. 428 (1923); 

Public Utilities Commission v. Capital Traction 
Company, 57 App. D. C. 85, 17 F. 2d 673 (1927); 

Washington Gas Light Co. v. Byrnes, 78 U. S. App. 
D. C. 107, 137 F. 2d 547 (1943), afif. sub nom. Vinson 
v. Washington Gas Light Co., 321 U. S. 489 (1944). 

i 

It is also settled by those cases that the rate-maki'ng 
formula defined in Paragraphs 6-8 looks to current fkir 
value and requires that to be determined in the light of 
current cost to reproduce, among other factors. 

The Commission made no attempt to follow this formula. 
It made no inquiry into reproduction cost and made no 
finding whatever of fair value at any time, but proceeded 
wholly on the basis of original cost less depreciation. Mot 
only in these matters of fundamental substance, but also: in 
specific points of prescribed procedure, the Commission 
departed from the rate-making technique authorized by 
the Congress. 

This can not be justified by any enlargement of con$ti- 
tutional horizons that may have been made by Federal 
Power Commission v. Hope Natural Gas Co., 320 U. ! S. 
591 (1944), for the Congressional will has been declared 
here with particularity and the Commission has no powers 
except what the Congress has conferred. 

The Rate Order is, accordingly, beyond justification 
under any section of the Act, and, being wholly void, should 
be set aside in its entirety. 
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ARGUMENT 

1 . 

The Rate Order can not be Sustained on the Basis 
of a Sliding Scale Arrangement 

The rapid industrialization of this country in the second 
half of the nineteenth century transformed the conditions of 
living by making the average person or business dependent 
on many goods or services that are available only through 
large investments of capital. This led to a general revival 
and extension of the common law practice of price regula¬ 
tion, particularly for businesses that were considered “pub¬ 
lic utilities” ( e . g., Munn v. Illinois, 94 U. S. 113 (1876)). 

In part, no doubt, due to the Fifth and Fourteenth Amend¬ 
ments to the Federal Constitution and an early recognition 
that a limitation of rates, being a taking of the use of prop¬ 
erty, may amount to a taking of the property itself, all this 
regulation grew up in terms of a return on the value of the 
property employed. That is a difficult and variable concept. 
Evidence of various kinds is pertinent to its determination. 
The Supreme Court catalogued the general types of such 
evidence in the landmark case of Smyth v. Ames, 169 U. S. 
466 (1898), and that was thought of as conclusively settling 
the bases of such regulation. 

It was, however, a notably complicated undertaking. The 
time and cost of examination were in themselves serious, and 
there was great likelihood of a diversity of opinion among 
tribunals participating in the procedure of regulation or 
review. 

These difficulties had been largely avoided in England, at 
least in periods of relatively stable costs, by an altogether 
different method. It was aimed not so much at regulation as 
at a substitute for regulation. The substitute was incentive 
to the utility by permitting greater dividends as rates should 
decline below a fixed standard, while reducing permissible 
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dividends in the event of any increase above that standard. 
This scheme, commonly called the sliding scale, was f}rst 
tried in 1855, was more widely adopted in 1875 and became 
the characteristic pattern of gas utility regulation.* It was 
borrowed by the Commonwealth of Massachusetts in 1906 
for the Boston gas companies and remained in use there 
until 1926.** 

It was in this historical setting that the Congress ad¬ 
dressed itself in 1912 to the regulation of utilities in the Dis¬ 
trict and the creation of the Commission. The basic duty for 
utilities was laid down by Paragraph 2f that all utilities 
should furnish adequate service and that “The charge ... 
shall be reasonable. ...” 

To implement that basic duty the Congress gave the Com¬ 
mission powers for rate-making by Adversary Procedure. 
By Paragraph 7ff the Commission was directed to “value 
the property of every public utility ... at the fair value 
thereof at the time of said valuation” and by Paragraph 6$ 
the main components of that “fair value” were listed. They 
included, principally, original cost and cost of reproduction. 

In prescribing this as a formula for rate-making the Con¬ 
gress was deliberately writing into statute law the substance 
of the decision in Smyth v. Ames. Indeed that point came up 
explicitly in the course of enactment. The bill was introduced 
both in the Senate and in the House. The Senate bill$$ in its 
original form in terms directed the Commission (Sec. 6) to 
“ascertain the fair value” of each utility. The House bill, on 


* Bussing, ‘‘Public Utility Regulation and The So-Called Sliding 
Scale”, Columbia University Press, 1936, pp. 13 and 15-24. 

**Id., at pp. 71-86; Massachusetts Acts and Resolves 1906, ch. 422; 
and see Re Boston Consolidated Gas Co., P.U.R. 1919 A 699 (Mass. 
Bd. of G. & E. L. Com’rs, 1918) and P. U. R. 1921 B 55 (Mass. D. P. 
U., 1921). I 

fD. C. Code 43-301, 37 Stat. 977. quoted at p. 8 above. 

ffD. C. Code 43-306, 37 Stat. 978, quoted at p. 9 above. 
fD. C. Code 43-305, 37 Stat. 978, quoted at p. 8 above. 
ff62nd Congress, 2nd Session, S. 3812. 


i 
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the other hand, following the form ultimately enacted, not 
only required a determination of fair value but went fur¬ 
ther and gave specificity to that requirement by directing 
the Commission to ascertain a number of enumerated fac¬ 
tors, including, as already mentioned, original cost and 
cost of reproduction. Commenting on these two texts the 
Board of Commissioners of the District said to the Senate 
Committee on the District :* 

“(1) The Senate bill, section 6, adopts in a modi¬ 
fied form the Maryland provision for valuation. The 
House bill, sections 6 and 7, adopts the Wisconsin pro¬ 
vision. According to the Senate bill the ‘fair value’ is to 
be ascertained. The House bill requires that there be 
ascertained, in addition to the fair value, the investment 
cost, and the cost of reproduction. Now the Supreme 
Court, in an opinion by Mr. Justice Harlan in the case 
of Smyth v. Ames, has declared that among other ele¬ 
ments entering into the fair value, which it states is 
‘the basis of all calculations as to the reasonableness of 
rates,’ are the original cost of construction and ‘the 
present as compared with the original cost of construc¬ 
tion.’ In other words it would seem that the Senate and 
House bills attain the same end in the matter, although 
by slightly different methods. The House bill has the 
advantage of being more specific. The Senate bill has 
the advantage of greater elasticity (Italics added.) 

In view of this, Senator Works offered an amendment to 
the Senate Bill so as to adopt, without significant change, 
the text of Section 6 of the House Bill, reading to the Senate 
in this regard that part of the opinion of the court in Smyth 
v. Ames referred to in the above quotation.** The amend¬ 
ment was then adopted and the bill was enacted in that form. 

*62nd Congress, 2nd Session, Senate Report No. 300, to accompany 
S. 3812, February 5, 1912, p. 2. 

**48 Congressional Record, Part 3, pp. 3019 and 3020, 62nd Con¬ 
gress, 2nd Session. 
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The purpose of the Act in this respect was, therefore, clearly 
to provide a “more specific” mirroring of the Smyth v. Ames 
doctrine. 

I 

But the difficulties of this course were well known. It was 
manifestly desirable to authorize a short-cut procedure by 
compromise, should agreement on a compromise prove 
feasible. The experience in England and Massachusetts with 
the sliding scale was a precedent in point. In the exact form 
in which that arrangement had usually been applied, how¬ 
ever, the crucial term was the level of the standard rate 
prescribed, for it was only if that was well set, not too high 
for the consumer nor too low for the utility, that there was 
any hope of satisfactory operation. In England that figure 
had usually been fixed in the Act of Parliament. Massa¬ 
chusetts had been somewhat more far-sighted and, while 
legislatively fixing the standard rate for an initial period, 
had authorized the commission to vary the standard rate 
thereafter. 

No information was at hand in 1912, however, concerning 
the utilities in the District by which the Congress could in¬ 
telligently fix any standard rate, even though a temporary 
one. Refining, then, on the Massachusetts precedent, the 
Congress delegated the whole matter to Commission ap¬ 
proval of a utility proposal, not only as to the standard rate 
and its duration but also as to the nature of the arrangerrient 
or calculation in which it would be a factor, in terms au- 
thorizing: 

“ . . . a sliding scale of rates and dividends according 
to what is commonly known as the Boston sliding scale, 
or other financial device that may be practicable and 
advantageous to the parties interested. ,, (Italics added.) 

The scheme of the Act, accordingly, is that any approved 
arrangement must be “advantageous” to both sides, that 
is, to the public, as evidenced by the approval of the Com- 
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mission, and to the utility, as evidenced by its consent, which 
the Act makes a prerequisite to any such arrangement. 

The necessity for consent by both parties to any such 
arrangement was unmistakably declared: 

(i) The Paragraph begins as a disclaimer of pro¬ 
hibition, which is language natural for such an object 
but not natural for an affirmative grant of power for 
additional adversary rate-making techniques. The 
words are: “nothing in this section shall be taken to 
prohibit . . . ” 

(m) What is thus not to be prohibited? Not action 
in invitnm by the Commission, but action by the utility 
on its own initiative: 

. . nothing in this section shall be taken to 
prohibit a public utility, with the consent of the 
Commission, from providing . . .” [an arrange¬ 
ment as above described]. (Italics added.) 

(Hi) As if to reiterate the voluntary nature of any 
such arrangement, the Act goes on to say that the 
arrangement so to be provided may be: 

“ . . . a sliding scale of rates and dividends ac¬ 
cording to what is commonly known as the Boston 
sliding scale, or other financial device that may be 
practicable and advantageous to the parties in¬ 
terested!’ (Italics added.) 

(iv) Of course, no such consent or approval by the 
Commission should foreclose the free exercise at any 
later time of its regular rate-making powers, and the 
Congress was careful so to provide, emphasizing once 
more, in these final words, the indispensably voluntary 
nature of any such arrangement. The words are: 

“but the right and power to make such other and 
further changes in rates ... as the commission 
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may ascertain ... to be . . . reasonable, and 
the right to alter and amend all orders relating 
thereto, is reserved and vested in the commission 
notwithstanding any such arrangement and mu¬ 
tual agreement (Italics added.) 


It may well be thought that these words are too clear for 
argument. The Commission, however, urges that if a utility 
once agrees to any arrangement under that Paragraph, the 
Commission thereby acquires a new source of power which 
it may exercise to change the agreement in any respect, qven 
the most basic, without consent of the utility and without 
compliance with the requirements for rate-making in the 
absence of consent. This extraordinary contention is,! no 
doubt, based on the words just quoted. But it misconceives 
their purpose, and indeed contradicts it. 

In the first place, such an interpretation runs counter to 
the words themselves: i 


(t) The words do not purport to confer any new or 
additional power upon the Commission as a result of 
any consent to such an arrangement, but merely to 
preserve powers already elsewhere conferred. iTie 
words are that the power to order changes in rates is 
“reserved and vested in the commission”. (Italics 
added.) I 


(it) The power in question is not to arise because 
of the arrangement, but is to persist in spite of ;the 
arrangement. This is made clear in the words that the 
power to order changes in rates is ‘‘reserved and vested 
in the commission notwithstanding any such arrange¬ 
ment and mutual agreement.” (Italics added.) 


In the second place, the Commission’s contention runs 
counter to the policies of the Act because, if adoptedj it 
would eliminate any possible opportunity for its practical 
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operation. It is not to be supposed that the Congress was 
inviting the utilities into a fox’s cave. On the contrary, it 
is clear that the Congress was addressing itself to a matter 
of serious public concern in the best and clearest way it 
could, and trying to provide a workable means for speedy 
and peaceful compromise of rate-making issues. It is not to 
be imagined, however, that any utility would ever enter into 
any such arrangement if it knew that by doing so it would 
forfeit the protection of the rate-making procedure pre¬ 
scribed by the Congress in the absence of consent and would 
be held to have submitted itself to any alteration that the 
Commission might later make in the terms of its agreement. 
Such an interpretation, if proclaimed, would instantly 
paralyze the provisions of Paragraph 18, and it therefore 
can not be a tenable interpretation. 

The only workable interpretation of Paragraph 18 is that 
the Commission and the utility must each agree to any ar¬ 
rangement thereunder, and any such arrangement, once so 
agreed to, continues until either party withdraws its assent. 
From that it necessarily follows that any substantial change 
proclaimed by either party, such as would not be within the 
meaning of the original arrangement interpreted under the 
law of private contracts, involves a repudiation of the origi¬ 
nal arrangement, as is recognized in the law of private con¬ 
tracts by the doctrine of anticipatory breach. This, of course, 
terminates the arrangement and releases the other party. 
Thus the Commission may proclaim changes whenever it 
wishes, but the Company thereupon ceases to be bound by 
the original arrangement and does not become bound by the 
new arrangement until it in fact accepts it.* It is a concept 
unknown to our law that any agreement, whether termed 
“a financial device” or a mortgage or a contract or anything 
else, may be so changed by one of the parties as to deprive 

♦Unless, of course, the new requirement is a valid order entered 
in accordance with Adversary Procedure. 
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the other of its benefits, while still subjecting him to its 
burdens. The State is no more entitled than the citizen to so 

i 

extraordinary a privilege. I 

Finally, but by no means least important, the premise that 
necessitates these results is not only required by the words 
of the Act and its policies, but has been recognized both by 
the Commission and by this Court. 

It was recognized by the Commission in 1935 in reviewing 
and approving a sliding scale arrangement for Washington 
Gas Light Company, a gas utility in the District, that! had 
been negotiated by Peoples Counsel for the District, on the 
precedent of the sliding scale arrangement with the Com¬ 
pany. In approving the Washington Gas Light arrangement 
the Commission said: 


“The Commission interprets Par. 18 of the act to 
permit termination of any sliding scale arrangement 
thereunder upon reasonable notice.” (Re Washington 
Gas Light Co., 11 P. U. R. (N. S.) 469, 471 (1935)) 
(Italics added.) 


“The Commission finds in this case that ninety days’ 
written notice of termination of this arrangement by 
either the Commission or companies would be reason¬ 
able, termination not to be retroactive”, (id., 478). 


The necessary consequence of this premise was recognized 
by Peoples Counsel himself. He said: 

“If the public utilities commission decides that there 
should be a reduction in the basic rate of return in the 
sliding scale, it may affect [.mc] such a reduction pro¬ 
viding the evidence before it in public hearing so War¬ 
rants. Without abandoning the sliding scale arrange¬ 
ment, the utility could then appeal to the court fori de¬ 
termination of the reasonableness of such modification 
and in the last analysis it reserves the right to with¬ 
draw from the sliding scale arrangement and have 
recourse to the constitutional protection.” (Roberts, 
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How the “Sliding Scale” Reduces Rates (1936) 18 
Public Utilities Fortnightly 11.) 

When the Commission in 1942 authorized a rate increase 
under the Washington Gas Light arrangement, despite the 
opposition of the Price Administrator, this Court affirmed 
and in doing so declared the essentially consensual nature 
of sliding scale arrangements: 

“In operation such a sliding scale plan gradually 
works towards a rate base valued at cost since additions 
to the property are recorded at cost; and in periods of 
continuously rising prices, such as have prevailed since 
1935, the plan results in a rate base in each year of less 
than actual value at that time.” ( Washington Gas 
Light Co. v. Byrnes, 78 U. S. App. D. C. 107, 137 F. 2d 
547, 549 (1943), aff. Vinson v. Washington Gas Light 
Co., 321 U. S. 489 (1944)) 

“The principles of the sliding scale were the subject 
of careful consideration when it was proposed by the 
Peoples Counsel and accepted by the utility in 1935. 
Acceptance by the utility was necessary since the 
statute. District Code Section 43-306, required that the 
Commission value the property of a utility at its fair 
value and the sliding scale arrangement eventuates in 
the course of time in a cost valuation.” {id., 556.) 

Clearly, therefore, Paragraph 18 (D. C. Code, 43-317, 
37 Stat. 980) provides only a procedure for compromise 
and does not authorize the Commission to make a new 
arrangement without the Company’s consent. The New 
Sliding Scale provided by the Rate Order is manifestly a 
new arrangement, for admittedly it revises in material re¬ 
spects every basic term of Sliding Scale No. 4. The Company 
has not accepted it, but has in fact rejected it (App. 10, App. 
246). There is, therefore, no support for the Rate Order in 
Paragraph 18. 
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The Rate Order Is Accordingly Void Without Regard to 
Any Other Section of the Act 

It is quite clear, as already indicated, that the Commission 
relied only on a supposed authority under Paragraph 18 
(D. C. Code, 43-317, 37 Stat. 980). That was the only 
basis on which it purported to act. It put no reliance on other 
Sections of the Act and did not comply with the require¬ 
ments they impose. The Opinion itself is unequivocal in this 
regard. 

The proceeding was begun for the purpose of determining 
“Whether the sliding scale method of electric rate regulation 
shall be abandoned” and, if not, whether it shall “be con¬ 
tinued in its present form or with modifications of the basic 
elements of the existing arrangement”, and, particularly, in 
the Rate Base, the Rate of Return, the Allowed Deprecia¬ 
tion and the Rate Reduction. On these issues the Commis¬ 
sion concluded: 

“1. The sliding-scale principle of electric rate de¬ 
termination is advantageous to the public and to the 
utility, and it should be preserved. \ 

“2. The sliding scale arrangement as presently 
constituted, in the light of existing conditions, requires 

substantial modifications. " (App. 11) (Italics added.) 

i 

Summarizing these views, the Commission said: 

“. . . it is not the intention of the Commission to 
abandon the sliding-scale arrangement, but to effect 
certain modifications which are plainly indicated to be 
necessary and desirable.” (App. 18) (Italics added.) 

In stating its final conclusions, the Commission said: 


i 




24 


“ . . . the Commission concludes and finds that the 
modifications of the sliding-scale arrangement pre¬ 
scribed herein are in accord with law and just and 
reasonable . . (App. 44) (Italics added.) 

In the Rate Order itself the Commission provided: 

“That the existing sliding scale arrangement for 
electric rate adjustments be, and it is hereby, modified 
in accordance with the findings and opinion in these 
proceedings.” (App. 45) (Italics added.) 

It is clear, therefore, from the Commission's own words 
that it acted solely on the basis of a supposed power under 
Paragraph 18, without regard to any rate-making powers it 
might have under other sections of the Act. 

In an important decision on the fundamentals of the dis¬ 
tribution of authority between judicial and administrative 
agencies, the Supreme Court has held that an administrative 
order must be judged on the grounds upon which it was 
rested by the administrative agency and, if not valid on those 
grounds, it can not be validated on other grounds upon which 
the agency did not purport to act ( Securities and Exchange 
Commission v. Chencry Corp., 318 U. S. 80 (1943)). In 
that case the Securities and Exchange Commission, acting 
under the Public Utility Holding Company Act of 1935, ap¬ 
proved a plan of reorganization by which preferred stock 
acquired by officers and directors during the proceedings 
would not be recognized in stock of the reorganized company 
like all other shares of the same issue, but would be surren¬ 
dered to the reorganized company at cost plus interest. This 
action was based on a supposed principle of the courts of 
equity. In defending the order before the Supreme Court, 
counsel urged not only this argument but also the additional 
argument, not relied on by the Commission, that it would 
advance the purposes of that Act to hold that such authority 
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was included in the fact-finding and rule-making powers of 
the Commission. The Supreme Court held, however, that the 
order must stand or fall according to the validity of the 
grounds on which the Commission acted, without regard to 
additional grounds on which it might have acted, but did, not. 
The Court said: 

i 

“Since the decision of the Commission was explicitly 
based upon the applicability of principles of equity 
announced bv courts, its validity must likewise be 
judged on that basis. The grounds upon which an ad- 
ministratiz'c order must be judged are those upon which 
the record discloses that its action zoas based.” (p. 87) 
(Italics added.) 1 

The Court made it clear that it was not, by this ruling, 
departing from the settled rule that in reviewing decisions 
below, it would not reverse for mere errors of reasoning, 
but that it was, on the contrary, concerned to protect! the 
integrity of the administrative process by insisting that find¬ 
ings of fact which the administrative agency alone was au¬ 
thorized to make must be made by it as a condition to the 
validity of its action, and could not be supplied through any 
assumption by the Court of the administrative task of ini¬ 
tially making the required finding. Thus the Court said: 

“If an order is valid only as determination of policy or 
judgment which the agency alone is authorized to rqake 
and which it has not made, a judicial judgment capnot 
be made to do service for an administrative judgment. 
For purposes of affirming no less than reversing; its 
orders, an appellate court cannot intrude upon the do¬ 
main which Congress has exclusively entrusted to an 
administrative agency.” (p. 88.) i 

Under this controlling standard the Commission may not 
here be heard to urge that by following another procedure 
(Adversary Procedure), which it did not, and making other 


i 
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findings (of fair value), which it did not, it might, under 
other sections of the Act, which it did not invoke, conceiv¬ 
ably have reached the same result as in the Rate Order. That 
may, or may not, be true. There is no way to tell what the 
Commission would have done had it done something other 
than what it did. Certainly it is not to be assumed that the 
Commission would have disregarded the plain mandate of 
the Congress to determine the fair value of the Company’s 
property as of the time of valuation, or that the Commission 
would have disregarded the express direction of this Court 
that in periods of rising prices, as now, fair value must be 
determined after consideration of increased reproduction 
costs. On both points it is to be assumed that the Commission 
would have made a conscientious effort to discharge the 
duties imposed upon it by law. Nor can this Court under¬ 
take to make the initial finding of fair value which it is the 
Commission’s task to make. It is impossible, in any event, 
for any reviewing court to determine whether the Commis¬ 
sion’s action is supported by evidence that the Congress has 
declared to be material when the Commission did not even 
purport to base its action on evidence of that kind. 

The Chenery Decision, therefore, is not concerned with 
formal refinements, but with the very fundamentals of 
judicial review of administrative action. The precedent is 
precisely in point here and accordingly governs. 

It follows that the Rate Order cannot here be justified 
under any section of the Act other than Paragraph 18, on 
which alone the Commission relies. Since the Rate Order, as 
shown in Section 1 hereinabove, cannot be justified under 
that Paragraph, the Rate Order is necessarily void without 
regard to any other section of the Act. 

The order below should, therefore, be reversed without 
consideration of any questions under other sections of the 
Act. Solely for the purpose of completeness, however, and 
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without any modification of that decisive point, we shall 
show in Section 3 below that even when considered under 
Adversary Procedure, which is the only other procedure au¬ 
thorized by the Act, the Rate Order is not justified and 
should be set aside. 

i 

3. I 

The Rate Order can not be Justified Under the Regular 
Rate-Making Provisions of the Act 

There can be no doubt that Paragraphs 6-8 of the Act,* 
in requiring a determination of fair value, contemplate that 
as a necessary step in any regulation of rate levels made 
without consent of the affected utility, a finding of current 
fair value of the properties must be made. The Commission 
cannot claim that this looked only to an administrative study 
for the general convenience and information of the Com¬ 
mission. The fair value determination is too clearly rooted 
in the rate-making process. 

The position of Paragraph 6, in virtually immediate ad¬ 
jacency to the provisions defining the basic duties of utilities 
as to services and rates, is in itself an indication that (he 
Congress intended it as a means for administrative enforce¬ 
ment of those duties. But we are not left to inference on this 
important matter. The very report of the Board of Com¬ 
missioners of the District, and of the Senate Committee of 
the District (quoted at p. 16 above), on the basis of which 
the Act was enacted, explained the function of Paragraph 6 
by reference to Smyth v. Ames, which, they said, had de¬ 
clared that “fair value is ‘the basis of all calculations as; to 
the reasonableness of rates/ ” This was likewise the context 
in which the amendment was presented on the floor of the 
Senate, for Senator Works made it clear that Paragraph 6 

+D. C. Code 43-305-7, 37 Stat. 978, quoted at pp. 8-10 above. ; 


j 

| 
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related to “the question of fixing rates”* and “the question 
of the determination of the rates that are to be charged.”** 

The Commission itself has been under no illusions in this 
regard. Its contemporaneous construction of Paragraphs 6, 
7 and 8 is shown by its action in the proceeding begun in 
1914 for a valuation of the properties of the Company. 
There the Commission said that: 

“The justice or injustice of a rate can only be deter¬ 
mined by an ascertainment of the just amount or base, 
fair alike to the utility and the public, upon which a 
return is to be allowed to the utility. Without the fixing 
of such a just amount it is impossible to determine 
whether a given rate or service is or is not reasonable.” 
(Opinion and Findings of the Commission in Formal 
Case No. 47, Order No. 208, p. 6, May 2, 1917.) 

Looking, then, for a “just amount”, the Commission 
quoted Paragraphs 6, 7 and 8 of the Act and then attempted 
to apply them to a determination of the fair value of the 
Company’s properties, concluding in terms with a finding 
of “fair value” (id., p. 104). 

Accepting, then, Paragraphs 6-8 as defining the Congres¬ 
sional will for the method by which the regulation of rate 
levels should be made, the next question is, What does that 
formula require? 

The words of Paragraph 7 are unequivocal that the goal 
of the inquiry is “fair value ... at the time of said valua¬ 
tion.” As for the method to be followed in reaching that 
goal, there is a strong implication from Paragraph 6 that 
reproduction cost is one of the fundamental factors to be 
weighed, for otherwise the Congress would not have 

*48 Congressional Record, Part 3, p. 3019, 62nd Congress, 2nd 
Session. 

**48 Congressional Record, Part 3, p. 3020, 62nd Congress, 2nd 
Session. 
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enumerated it as one of the basic elements on which a Com¬ 
mission finding is prerequisite to a determination of ‘‘fair 
value.” This normal and natural meaning of the words has 
been recognized by the Commission. In the 1914 proceedings 
for the valuation of the properties of the Company, cited 
above, the Commission said: 

“Paragraph 6 of the Public Utilities Commission 
law provides for the ascertainment by the commission 
as soon and as nearly as practicable the amount of 
money expended in the construction and equipment of 
every public utility, etc., and to replace all of its physi¬ 
cal properties, the amount of its outstanding stocks, 
bonds, etc., and the consideration therefor, and other 
information for the benefit of the commission and the 
public, and there is no doubt that it was the intentibn 
of Congress that such parts of the information so to be 
obtained as constitute proper elements in determining 
the ‘fair value’ of the properties of the utility should be 
considered by the commission.” (Opinion and Findings 
of the Commission in Formal Case No. 47, Order No. 
208, p. 97, made to 1917.) \ 

That this is the proper result, and specifically that repro¬ 
duction cost is one of the proper, and necessary, elements 
in determining “fair value” within the meaning of the 
formula prescribed in the Act, has now been settled by de¬ 
cisions of this Court. 

i 

The first of these decisions w*as made on the 1914 valua¬ 
tion of the properties of the Company, already cited. In tfyat 
case the Commission, despite its reasoning quoted above, 
undertook, in 1917, to determine the fair value of the Com¬ 
pany's properties as of July 1, 1914, thus defying the man¬ 
dates of the Act that fair value be determined “at the time of 
said valuation” and that the cost of reproduction, after the 
sharp price increases of the war years, be given recognition. 
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This Court, however, reversed the Commission’s order as 
void on both grounds* saying: 

“The principal object of valuation, of course, is to 
provide a rate base, and the statute clearly contem¬ 
plated that the Commission shall ascertain the value 
as of 'the time of said valuation', and not as of some 
anterior date.” (p. 329) 

“We are of the view, therefore, that the present cost 
of reproduction is one of the necessary elements for 
consideration, along with other relevant facts, in fixing 
the fair and reasonable value of the property. The law 
deals with existing conditions and not with abstract 
theories.” (p. 330) 

No effort was made to obtain a new or different ruling 
on that point but, on the contrary, the Commission accepted 
it as sound law. Thus, it was followed by this Court as con¬ 
trolling in 1927, with a remark that “It is now conceded that 
this ruling was correct” ( Public Utilities Commission v. 
Capital Traction Company, 57 App. D. C. 85, 17 F. 2d 
673 (1927)). 

Quite recently this Court has reannounced the same rule. 
In Washington Gas Light Co. v. Byrnes, 78 U. S. App. 
D. C. 107, 137 F. 2d 547 (1943), the Price Administrator 
urged before the Commission (i) that a proceeding then be¬ 
ing conducted by it for the annual adjustment of rates under 
the sliding scale arrangement of Washington Gas Light 
Company should be broadened to include an examination of 
rates under Adversary Procedure, and (m) that in the 

* Potomac Electric Power Co. v. Public Utilities Commission, 51 
App. D. C. 77, 276 F. 327 (1921), app. dism. in Keller v. Potomac 
Electric Power Company, 261 U. S. 428 (1923). The Supreme Court’s 
decision went solely on the ground that it could not be given juris¬ 
diction to participate in the administrative process by reviewing and 
revising a valuation as such, as distinguished from an order directing 
a rate reduction. 
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broadened proceeding the rate base should be determined “by- 
taking the original cost or the prudent investment of the 
property with appropriate consideration for accrued depre¬ 
ciation.” (p. 558) In sustaining the refusal of the Commis¬ 
sion to grant either of these requests, this Court character¬ 
ized the second of them as “an investigation upon lines con¬ 
trary to the governing statute” (p. 559) and, in a fuller 
statement, said: 

I 

“In furtherance of this object the Price Adminis¬ 
trator requested that the Commission undertake a re¬ 
valuation of the Company’s rate base by applying a 
method that is in conflict with the provisions of Section 
43-306 of the District Code wherein it is provided that 
the Commission shall value the property of every pub¬ 
lic utility in the District at the fair value thereof at the 
time of the valuation” (p. 558) (Italics added.) j 

i 

The fundamental distinction between Adversary Pro¬ 
cedure and Agreed Procedure was epitomized by the Court 
in this observation, already quoted: 

“Acceptance by the utility was necessary since the 
statute, District Code Section 43-306, required that 
the Commission value the property of a utility at its 
fair value and the sliding scale arrangement eventuates 
in the course of time in a cost valuation.” (p. 556) 

Affirming this decision on certiorari, the Supreme Court 
said: 

“For the purpose of its functions, the Commission;is 
directed to value ‘the property of every public utility 
in the District of Columbia actually used and useful 
for the convenience of the public at the fair value 
thereof at the time of said valuation.’” (Vinson v. 
Washington Gas Light Co., 321 U. S. 489,491 (1944) ) 

i 

i 
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It may thus be accepted as clear that the fair value sec¬ 
tions of the Act define a formula for rate-making, and also 
that this formula requires current reproduction cost to be 
weighed. The Commission, admittedly (App. 18), has not 
undertaken to follow those requirements. It made no effort 
to find the “fair value” of the Company's properties in ac¬ 
cordance with the Congressional formula as of the present 
time. Indeed the Commission made no effort to find the “fair 
value” of the Company's properties as of any time. It whol¬ 
ly abandoned that concept in its rate-making procedure. All 
it did was to use as a Rate Base the original cost of the 
properties less depreciation estimated by certain account¬ 
ing theories without observation of the actual condition of 
the property.* By no possible figure of speech can this be 
said to satisfy the formula prescribed by the Congress. Less 
importantly, but still evidential of its entire disregard of the 
Congressional requirements for Adversary Procedure, the 
Commission gave no notice of the kind required by Para¬ 
graph 8, and made no service of the valuation finding as 
there required. 

So the Commission, in this case, has departed, both in pro¬ 
cedure and in substance, from the declared will of the Con¬ 
gress which has been clearly interpreted by this Court and 
understood and conceded for over twenty years. The Com¬ 
mission, as an administrative agency created by the Con¬ 
gress, has no powers except those given by the Act: Patrick 
ct al. (P. U. C. D. C.) v. Smith, 60 App. D. C. 6, 45 F. 2d 

*See App. 27-29. This approach to the depreciation problem is re¬ 
cognized as theoretical and inferior to conclusions based on actual 
observation: 

McCardle v. Indianapolis Water Co., 272 U. S. 400 (1926) 
Lindheimer v. Illinois Bell Telephone Co., 292 U. S. 151 (1934) 
West v. C. & P. Tel. Co., 295 U. S. 662 (1935) 

Michigan Bell Telephone Co. v. Odell, 45 F. 2d 180 (3 J. 

Ct. E. D. Mich. 1930). 
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924 (1930); Securities and Exchange Commission v. Long 
Island Lighting Co., 148 F. 2d 252, 256 (C. C. A. 2, 1945) 

vacated as moot,-U. S.-, 89 L. Ed. 1068 (1945); 

Arrow-Hart & Hegeman Electric Co. v. Federal Trade 
Commission, 291 U. S. 587, 598 (1934); Federal Trade 
Commission v. Sinclair Refining Co., 261 U. S. 463, 475 
(1923); and Federal Trade Commission v. Raladam Co., 
283 U. S. 643,649 (1931). Thus it was said in Wichita Rail¬ 
road and Light Co. v. P. U. C., 260 U. S. 48, 59 (1922): 


“It is a wholesome and necessary principle that such an 
agency must pursue the procedure and rules enjoined 
and show a substantial compliance therewith to give 
validity to its action.” 


The Rate Order is, therefore, void. As the Supreme 
Court said in reversing this Court for failure to vacate sim¬ 
ilar action of the Interstate Commerce Commission: 


“Finally, even if it be further conceded that the sub¬ 
ject-matter of the valuations in question which the;act 
of Congress expressly directed to be made necessarily 
opened a wide range of proof and called for the exer¬ 
cise of close scrutiny and of scrupulous analysis in its 
consideration and application, such assumption, |we 
are of opinion, affords no basis for refusing to enforce 
the act of Congress, or what is equivalent thereto; of 
exerting the general power which the act of Congress 
gave, and at the same time disregarding the essential 
conditions imposed by Congress upon its exercise.” 
( U. S. ex rel Kansas City Southern R. v. I. C. C., 252 
U. S. 178,188 (1920)). ' 

j 

The Commission can not justify these departures by any 
new inspiration, as its counsel have sought to do below, from 
Federal Power Commission v. Hope Natural Gas Co., 320 
U. S. 591 (1944). In that case a fundamentally different act 
of the Congress was involved. The Natural Gas Act pro¬ 
vided, simpliciter, that all rates “shall be just and reason- 


! 
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able”* and that the Commission should have the power to 
determine the “just and reasonable rate”**. There was, in 
other words, no formula fixed by the Congress for rate¬ 
making, and, specifically, no adoption of the concept of “fair 
value.” Acting under these general words, the Federal 
Power Commission found a rate base measured by original 
cost less depreciation and ordered a reduction of rates. There 
were, of course, two questions before the Supreme Court in 
its review of the order: (i) was the order within the de¬ 
clared intention of the Congress, and {it) if so, "was the 
order constitutional? The Court held in the affirmative on 
both questions, saying: 

“Congress, however, has provided no formula by which 
the ‘just and reasonable’ rate is to be determined. It 
has not filled in the details of the general prescription 
of Sec. 4(a) and Sec. 5(a). It has not expressed in a 
specific rule the fixed principle of ‘just and reason¬ 
able’.” (p. 600) 

The nearest thing in the Natural Gas Act to a specific 
criterion for rate-making, the Court pointed out, was the 
provision j that the Commission “may investigate and ascer- 
tain”ff original cost, depreciation, 

“and, when found necessary for rate-making purposes, 
other facts which bear on the determination of such 
cost or depreciation and the fair value of such prop- 
ertv.” 

mf 

On this basis the Court held that: 

“Under the statutory standard of ‘just and reason¬ 
able’, it is the result reached, not the method employed, 
which is controlling ... It is not theory but the im- 

♦Section 4(a), 15 U. S. C. §717c, 52 Stat. 822. 

♦♦Section 5(a), 15 U. S. C. §717d, 52 Stat. 823. 

tSection 6(a), 15 U. S. C. §717e, 52 Stat. S24. 

ffltalics added. 
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pact of the rate order which counts. If the total effect 
of the rate order cannot be said to be unjust and un¬ 
reasonable, judicial inquiry under the Act is at an end.” 

(p. 602) 

This reasoning of the Court makes it clear that its decision 
has no bearing here. In that case the statute gave no 
standard except “just and reasonable” and thus invited the 
application of an “end result” test; but in this case the Con¬ 
gress has required that rate-making proceed by a specific 
method, namely by fair value determined as at the time 
of valuation, and that such valuation be made in the light pf 
current cost to reproduce. In other words, a determination 
of value is mandatory under the District Code, but merely 
permissive under the Natural Gas Act. If it be suggested 
that the Hope Decision eliminates constitutional difficulties 
formerly thought to inhibit the rate-making method there 
used, no such shift of constitutional doctrine can have the ef¬ 
fect of changing the meaning of the Act, for whether or not 
the Congress has by the Act exercised all constitutionally 
permissible power, it has spoken with particularity and its 
words have been accepted as unequivocal for many years. 
Recently this Court has construed the provisions of D. C. 
Code 43-704-5 as binding upon the Court, regardless of 
decisions in other jurisdictions to the contrary.* 

This truism of statutory construction has been exempli¬ 
fied by the denial of similar arguments in the State courts. 
Thus in Peoples Natural Gas Co. v. Pennsylvania Public 
Utilities Commission, 153 Pa. Super. 475, 34 Atl. 2d 375, 
382 (Sup. Ct. Pa., 1943), the court, under a statute fixing 
the rate base at “the present fair value”, rejected a prudent 
investment valuation, saying: 

“It is a fact of considerable importance that most of 
the decisions of appellate courts and, for that matter, 

*United States v. Public Utilities Com., 151 F. 2d 609 (App. D. C., 
1945). | 


i 
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of the Supreme Court of the United States, in estab¬ 
lishing the elements in fair value for rate-making pur¬ 
poses, were rendered before our Legislature adopted 
the Public Utility Law of 1937 and wrote ‘fair value’ 
into § 311. . . ., and it is important to bear in mind 
that, even though the Supreme Court of the United 
States as presently constituted, may, in the near future, 
overrule some of its former decisions and uphold as 
constitutional something other than fair value as a 
rate base, such change of position would not affect a 
change in the law of this Commonwealth. Since the 
Legislature put fair value into our law, together with 
what in 1937, when the law was passed, was universally 
understood to have been the elements of fair value, 
that body alone can take it out and substitute some¬ 
thing else in its place. If and when the change comes— 
the concurring justices in Federal Power Comm. v. 
Natural Gas Pipeline Co., 315 U. S. 575, 606 . . .sug¬ 
gest that it has already taken place—it will simply 
mean that a constitutional limit on the power of the 
legislature to experiment or innovate will have been 
removed.” (p. 382) (Italics added.) 

Similarly the Supreme Court of North Dakota held: 

“In the former appeal in this case . . ., we held that 
the fair value formula as set forth in Smyth v. Ames, 
169 U. S. 466 . . . and as modified by subsequent de¬ 
cisions of the Supreme Court of the United States, 
had been adopted by the Legislature of this State in 
1919 as the formula for determining rate bases for 
public utilities. There can be no doubt today, but that, 
insofar as the Federal courts are concerned, the ‘ghost 
of Smith v. Ames had been laid.’ F. P. C. v. Natural 
Gas Pipeline Co., 315 U. S. 575. . . . F. P. C. v. Hope 
Natural Gas Co., 64 Supreme Court 281. . . . That 
circumstance, however, has no bearing upon the ques¬ 
tion before us now. We are concerned with the law of 
this State as enacted in 1919.” (Northern States Power 

Company v. P. S. C., -N. D.-, 13 N. W. 2d, 

779,785 (1944)) (Italicsadded.) 
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Despite any wider liberties of experimentation that may 
now exist, the Congress continues to make its intention plain 
by leaving in effect Paragraphs 6-8 of the Act, and by those 
provisions current fair value remains the touchstone of a 
valid rate-making order. There was no effort below to follow 
the Congressional formula, but on the contrary the Commis¬ 
sion acted on wholly different bases. The Rate Order is 
therefore wholly void and should be set aside. 

i 

SUBMISSION 

It is respectfully submitted that this Court should reverse 
the order below and direct that the Rate Order be vacated 
in its entirety. 

i 
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Preliminary Statement 


Since Appeals Nos. S967 and 8995 raise different and dis¬ 
tinct questions of law, the Public Utilities Commission of the 
District of Columbia, appellee in both appeals, has prepare^ 
separate briefs in each appeal, both to be contained in this 
volume. The brief in No. 8967 begins at page 1 and in No. 
8995 at page 29. 




IN THE 


United States Court of Appeals 

for the District of Columbia 


No. 8967 I 

Potomac Electric Power Company, appellant, 

v. | 

i 

Public Utilities Commission, et al., appellees. 

_ i 

BRIEF ON BEHALF OF APPELLEE, 

PUBLIC UTILITIES COMMISSION 


COUNTER-STATEMENT 

i 

Exception is taken to some parts of the “Statement of the 
Case’ 7 made by Potomac Electric Power Company (herein¬ 
after referred to as the “Company”) because it contains cer¬ 
tain conclusions and interpretations of the provisions of the 
statute rather than the language of the statute, which con¬ 
clusions and interpretations the Commission believes to be 
erroneous, and some statements about the instant proceeding 
before the Commission and before the lower court not in ac¬ 
cord with the facts. 

On page 2 of its brief the Company states that the Com¬ 
mission was given power to fix rates “in accordance with a 


j 

i 


1 


2 


formula prescribed by the Congress, in the light of original j 
cost, reproduction cost, etc.” The statute does not establish ' 
a formula nor does paragraph 6 of the Act (section 43-305, 

D. C. Code, 1940 edition), referred to by the Company, con¬ 
tain language indicating it is intended as a guide m rate 
making. The statute does not indicate that rates are to be 
predicated upon original cost, reproduction cost, or any other 
particular element of value. 

Paragraph 6 of the Act required the Commission upon its 
creation to ascertain as soon and as nearly as practicable many 
different things which Congress designated as “information” 
to be printed in the Commission’s annual reports. It does not 
mention “value”, “valuation”, or “elements of value”. Para¬ 
graph 7 (section 43-306, D. C. Code) does provide that the 
Commission “shall value” the property of every public utility 
“at the fair value thereof at the time of said valuation.” Para¬ 
graph 8 provides the procedure for “valuation” of public util¬ 
ity properties, and paragraph 9 authorizes the Commission 
to “make a revaluation” of a utility’s property at any time. 

The first paragraph of paragraph 64 of the Act (section 43- 
704, D. C. Code) provides that if at any time the Commission ; 
“shall be in doubt of the elements of value” to be considered 
in arriving at the “true valuation”, it may institute a proceed¬ 
ing before the court for instruction “as to the element or ele¬ 
ments of value” to be considered, and that the utility shall be 
made a party defendant in said action. Paragraphs 7, 8 and 
9 and the first paragraph of 64 are the paragraphs of the Act 
relating directly to valuation of property of the public utility 
used or useful for the convenience of the public. 

In the Statement, page 2, the Company says that the Con¬ 
gress authorized rate making without resort to cumbersome 
proceedings by agreeing on any “compromise” scheme or rule 
for rate making. The statute contains no provision for com¬ 
promise in rate making. It provides that the rates shall be just 
and reasonable and nondiscriminatory (paragraph 2 of the 
Act, section 43-301, D. C. Code). The Company says the 
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j 

statute provides litigation procedure which it terms “Adver¬ 
sary Procedure” and a compromise procedure which it desig¬ 
nates as “Agreed Procedure”. The statute contains no such 
designations. Paragraph IS of the Act (section 43-317, D. C. 
Code) authorizes a sliding-scale arrangement that is found; to 
be reasonable and just and not inconsistent with the purposes 
of the statute. j 


On pages 3 to S, inclusive, of the Statement of the Case, the 
Company has referred to Sliding Scale No. 1 and Sliding Scale 
~\o. 4. Since January 1, 1925, there has been in effect for the 
determination of electric rates but one sliding-scale plan. It 
has been modified several times, once by the lower court in 
Potomac Electric Power Co. v. Public Utilities Cornmisszon, 
Equity Xo. 53475, when the court had authority under the 
statute as it then existed to modify and revise the Commis¬ 
sion’s order. In that case the lower court held that the Com¬ 
mission had jurisdiction “to alter or amend the existing slid¬ 
ing-scale arrangement.” The Act as amended does not g^ve 
the court authority to revise an order of the Commission.j 
On page 4 of its brief the Company said changes have been 
made irom time to time in the basic rate of return under the 


sliding-scale plan “by consent”. The first change made in the 


basic rate of return was in 1931 when the basic rate was 


duced from 7*4% to 7 ( /c. The Company appealed from the 
Commission’s order on the ground that the sliding-scale plan 
constituted an agreement and that it could not be changed 
without the Company’s consent (Equity Xo. 53475, supra). 
When the lower court held that the Commission had authority 
to alter or amend the plan without the Company’s consent, 
an appeal was noted to this Court, but was not prosecuted;. 

On page 6 the Company says the reduction of the basic 
rate of return from 6% to 5V1>% had the effect of reducing the 
permissible return by SI,900.000. This statement does not. 
give effect to the interest credit on the reserve, which would 
make the reduction in the permissible return Sl,225,000. {This 
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c r edit of S57o,000, - making l4nj ~ dn?opcncc between th e pet 
iniooibto reiitrn - at 6% ami-o^^ £1,22 ctOOO). This amount 
is offset in part by an additional increase in the annual accrual 
rate for depreciation. 

At page 7 the Company stated that it had at all times made 
it clear that it did not accept any of the changes in the sliding 
scale as modified, and that in its application for reconsidera¬ 
tion it expressly rejected the plan as so modified. One of the 
orders of investigation contained, among other things, the 
question whether the sliding-scale method of electric rate regu¬ 
lation shall be continued in its present form or with modifi¬ 
cations of the basic elements of tthe existing arrangement 
(App. 1). At no time after the order of investigation was 
issued did the Company file objection or protest to the nature 
of the proceeding. At no time during the hearing did it ob¬ 
ject or protest to that part of the proceeding relating to modi¬ 
fications of the sliding-scale plan. It participated in all pro¬ 
ceedings and offered evidence in support of the sliding-scale 
plan as it existed prior to modifications. 

During the course of the hearing the Company did state 
that if the modifications resulted in a substantial reduction of 
its revenues, it would withdraw from the plan. It was not 
until after Order No. 2796 had been issued that the Company 
in its application for reconsideration stated that it rejected 
the modified plan (App. 246). 

The Commission did not undertake to establish a new slid¬ 
ing-scale plan, as stated on page 7 of the Company’s brief, 
nor does the modified plan contain other basic elements that 
were not in the arrangement prior to the promulgation of 
Order Xo. 2796. The Commission did make several changes 
in the application of the basic elements, but the basic prin¬ 
ciple of using a portion of the earnings above the basic return 
as a measure for rate reductions has not been changed. 

On page 7 of its Statement of the Case the Company says 
that the lower court apparently rested its opinion mainly on 
the view that when a sliding-scale arrangement has once been 


o 



established under paragraph IS, a utility forfeits the protec¬ 
tion required by Congress for rate making in the absence of 
such a plan. The court made no such finding. To the con¬ 
trary, it found as a matter of law that the Commission had 
not abrogated the sliding-scale arrangement and that the plan 
as modified by Order No. 2796 is still in force and effect, and 
that the Company has not withdrawn from it and is bound 
thereby. The court also found as a matter of law that the 
Commission had authority “to alter or amend” the provisions 
of the sliding-scale plan (App. 263). 

The lower court further found that the facts in the record 
before it “fully justify and are sufficient to justify” the order 
appealed from (App. 262); that the rate schedules required 
by the order will constitute just and reasonable rates of charges 
and will allow the Company a fair return upon the value of 
its property devoted to the public convenience (App. 26$, 
264). 


STATUTE INVOLVED 


l 


Relevant parts of the statute not printed in the brief of the 
Potomac Electric Power Company are printed as an appendix 
to this brief. 


SUMMARY OF ARGUMENT ! 

j 

1. Paragraph 18 of the Act authorizes the establishment of a 
sliding-scale arrangement for the determination of rates after 
it is found to be just and reasonable, to be administered under 
the supervision and regulation of the Commission with the right 
to alter or amend the arrangement The plan itself and rates pro¬ 
mulgated under it must conform to the standard of just and rea¬ 
sonable required by paragraph 2 of the Act. The Company, 
without protest against the nature of the investigation and after 
participating in the hearing, may not await a favorable deter¬ 
mination and then declare for the first time that it rejects a modi- 
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fled arrangement. Since the Company does not challenge the 
rates ordered, it has no cause to complain. 

2. Paragraph 6 of the Act does not relate to valuation or rate 
making, but required the Commission upon its creation to ascer¬ 
tain certain “information” to be printed in its annual reports to 
Congress. Paragraph 6 did not enact the doctrine of Smyth v. 
Ames nor does it require the ascertainment of the so-called ele¬ 
ments of value established in that decision and under its doctrine. 
Congress showed clearly by the valuation provisions of para¬ 
graphs 7, 8, 9 and 64 of the Act that it had not established a 
formula for rate making. Reproduction cost estimates, being at 
best only secondary evidence, may not be used as evidence of 
value if there is better evidence available. The Commission had 
evidence of actual cost of property which was unchallenged. 

3. Since the sliding-scale arrangement is a rate order and the 
standard under paragraph 18 is that the plan must be just and 
reasonable and not inconsistent with the purposes of the Act, the 
Company has no cause to complain if the order under attack 
produces just and reasonable rates and permits the Company a 
fair return upon the property it employs for public convenience. 
Rate-making bodies are not bound by any formula or combina¬ 
tions of formulae. When a rate order is challenged, the question 
is whether the order viewed in its entirety establishes just and 
reasonable rates, and the method employed in such determina¬ 
tion is unimportant. The Company has no cause to complain 
unless it can show that it has been harmed or will be harmed 
under rates required by the Commission’s order. The Company 
has failed to meet its burden of showing the value of the property 
upon which it is entitled to a fair return, and therefore has no 
cause to complain. 

4. Under applicable decisions the return allowed by the Com¬ 
mission’s Order No. 2796 meets every constitutional requirement. 
Since the basic rate of return provided for in the order when 
applied to the fair value of the property will provide all expenses, 
service on debt, dividends on preferred stock, and a fair allow¬ 
ance on common-stock equity, the rates required by the Com- 



mission’s order will provide the Company a fair return upon the 
value of its property. The Company does not complain that the 
rates wiil not produce a fair return, and for that reason it is un¬ 
important whether the rate base be determined by one method 
or another, so long as the Company will receive a fair return 
upon property devoted to public service. It is immaterial whether 
the return with which the Company is satisfied is determined 
by the application of one rate of return to a rate base determined 
by one method or a different rate of return applied to a base 
determined by a different method. In other words, it is the 
result reached and not the method. Since the Company is satis¬ 
fied with the results reached, it has failed to meet its burden of 
showing that the order will produce less than a fair return. While 
the Commission fixed the basic rate of return at 5 3 /->% as the 
measure for future adjustment of rates, the actual rate earn e d — 

-by the Company for the year 1943 was 5.82 9^, which is higher 
than its adjusted cost of capital, including a return of op 
common-stock equity. All amounts earned by the Company in 
excess of the amount determined by the application of the basic 
rate is retained by the Company. 

j 

ARGUMENT i 


Order No. 2796 is a valid rate order under the provisions of 

paragraph 18. 

In Part 2 of its Argument (pages 23-27) the Company says 
that in the proceeding from which Order No. 2796 was pro¬ 
mulgated, the Commission relied on a supposed authority 
under the provisions of paragraph 18 of the Act (section 43- 
317. D, C. Code), placing no reliance upon other sections. On 
page 26 the Company says since the order cannot be justified 
under paragraph 18 it is necessarily void without regard to 
any other section of the Act. Paragraph IS does not stafid 





8 


alone and apart from other provisions of the Act. This is indi¬ 
cated by the Company’s own argument on page 19 (Part 1 of 
its Argument) where it said the words of paragraph IS do not 
purport to confer any new or additional power upon the Com¬ 
mission, but merely to preserve powers already elsewhere con¬ 
ferred. The powers conferred upon the Commission elsewhere 
than in paragraph IS must come from other provisions of the 
Act. Indeed, paragraph IS itself provides that the sliding- 
scale arrangement shall not be lawful until it shall be found 
by the Commission “to be reasonable and just and not incon¬ 
sistent with the purposes” of the Act. Paragraph IS relates 
to an arrangement for the determination of rates. Paragraph 2 
of the Act (section 43-301, I). C. Code) lays down the stand¬ 
ard for the determination of rates. It provides that they shall 
be reasonable, just and nondiscriminatory. There is no other 
standard in the Act. The requirement of paragraph 18 that the 
plan must be just and reasonable carries into it the same stand¬ 
ard laid down in paragraph 2. Rates determined under a slid¬ 
ing-scale plan that are not just and reasonable would be in¬ 
consistent with the purposes of the Act. 

The Company apparently takes the position that the order 
is not valid under paragraph 18 because it claims that the 
plan may not be modified without its consent, and since it has 
not consented to the modifications, the plan has been rejected 
in its entirety. The Company received copies of the Commis¬ 
sioner’s orders of investigations and copies of the notices of 
the hearings without objecting to the matters to be investi¬ 
gated or the procedure. At no time either before the hearing 
or during the hearing did the Company protest against the 
nature of the investigation or state that it would refuse to be 
bound by a modified sliding-scale plan. It did state during 
the hearing that if the plan were so modified as to make a sub¬ 
stantial reduction in its revenues, it would reject the plan. 
But it waited until it filed its application for reconsideration 
and there, for the first time (App. 24(5), stated that it did not 
assent to the modification and asserted it rejected the arrange- 
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ment as so modified. While some modifications may have been 
unexpected, surprise is not want of due process. Market Street 
Railway Co. v. Railroad Commission, 324 U. S. 54$. The Com¬ 
pany participated fully in the proceeding and offered evidence 
in support of the arrangement without modification. The 
Company took its chance of a favorable decision on the record 
made and may not after the order was promulgated be heajrd 
to complain of lack of notice or lack of fair hearing, or to 
claim that it rejects the modified arrangement. U. S. v. North¬ 
ern Pacific Ry. Co., 28S U. S. 490,, 494; Ashbury Truck Co. jv. 
Railroad Commission, 52 F. (2) 263, 268 (affirmed 287 U. jS. 
570); Moore v. Heany, 34 App. D. C. 31 (appeal dismissed 
216 U. S. 624); Vandalia Railroad Co. v. Public Service Com¬ 
mission, 242 U. S. 255. 

Paragraph 18 of the Act makes the sliding-scale arrange¬ 
ment subject to the supervision and regulation of the Coin- 
mision. It gives the Commission the right and power to maike 
such other and further changes in rates, charges and regula¬ 
tions as it may ascertain and determine to be necessary ajid 
reasonable, ‘'and the right to alter or amend all orders relative 
thereto”. The lower court in Potomac Electric Power Co. x. 
Public Utilities Commission, Equity No. 53475, in- 1932 held 
that the Commission has jurisdiction “to alter or amend the 
existing sliding-scale arrangement”. The lower court again 
held in the instant proceeding that paragraph 18 of the Act 
gives the Commission supervision and regulation of the ar¬ 
rangement, with authority to alter or amend its provisions 
(App. 263). The Supreme Court of the United States;in 
Vinson v. Washington Gas Light Co., 321 U. S. 489, said that 
a sliding-scale arrangement under paragraph IS must operate 
under the supervision and regulation of the Commission and 
“may be altered and amended” by it (p. 492). 

Since paragraph IS specifically gives the Commission au¬ 
thority to alter or amend the sliding-scale plan, and since the 
lower court found as a matter of law that the Company has 
not withdrawn from the arrangement, it follows that Order 


i 

i 
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Xo. 2796 is a valid rate order. If Order No. 2796 may be 
declared invalid merely because the Company, after the order 
was issued, says it rejects the plan, it means that the utility 
has the right to declare a Commission’s order invalid. Cer¬ 
tainly the statute does not contemplate that the utility af¬ 
fected has a lawful right to declare invalid a rate order. Only 
the courts have authority to declare such an order invalid. 

The Company takes the position that because it has re¬ 
jected the modified arrangement Order No. 2796 is invalid. 
Paragraph IS gives the Commission the right to alter or amend 
the arrangement “notwithstanding any such arrangement and 
mutual agreement.” The lower court held in Equity Xo. 53475 
that the Commission had that authority in spite of the Com¬ 
pany’s contention that the plan could not be modified except 
by its consent. The same contention was made in the court 
below in the instant proceeding. But the court held, never¬ 
theless, that the order “constitutes a lawful method of rate 
adjustment.” It said that the rate schedules required by the 
order will “constitute just and reasonable rates of charges” 
(App. 263) and will allow the Company “a fair return upon 
the fair value of its property devoted to the public con¬ 
venience” (App. 264). 

Paragraph 18 of the Act does not itself lay down any pro¬ 
cedure for determining any factors in rate making. It pro¬ 
vides only that the plan shall be reasonable and just and not 
inconsistent with the purposes of the Act. The consolidated 
proceedings were for the two purposes of modifying the slid¬ 
ing-scale plan and to establish rates and charges under the plan 
as it was then constituted or as it may be modified. Since the 
only standard under the Act is that rates be just and reason¬ 
able. the plan must be in conformity with other provisions of 
the Act. The Act does not contain different methods of pro¬ 
cedure nor different measures of just and reasonable rates. 

On pages 24-26 of its brief the Company cites Securities and 
Exchange Commission v. Chenery Corp., 318 U. S. SO. in sup¬ 
port of its contention that the Commission could not establish 
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rates in the instant proceeding except under the specific pro¬ 
visions of paragraph 18. The decision in the Chenery case did 
not relate to procedural matters. In the proceeding before iit 
the Securities and Exchange Commission made determina¬ 
tions under what it conceived to be broad equitable principles 
enunciated in cases relied upon by it, and the Court said that 
since its decision was based expressly upon principles of equity, 
the validity of its order must likewise be judged on that ba^is 
(p. 87). The Court found that the Securities Commission had 
erroneously interpreted the broad equitable principles of the 
decisions relied upon and said that judged by those standards, 
‘‘we must conclude that the Commission was in error in deem¬ 
ing its action controlled by established judicial principles” 
(p. 90). It is true that the commission in that case attempted 
to sustain its action upon other grounds, but it must be re¬ 
membered that the authority under which the Securities Com¬ 
mission acts contains various procedure for different purposes, 
and the Court said that its order could not be upheld on those 
grounds. The Court pointed out, however, that it merely held 
‘‘that an administrative order cannot be upheld unless the 
grounds upon which the agency acted in exercising its powers 
were those upon which its action can be sustained” (p. 95).! 

The order in the instant case provides for a modification of 
the sliding-scale plan under paragraph IS of the Act. Since 
the Act itself provides that the Commission may alter or 
amend, and since the District Court, as well as the United 
States Supreme Court, has said that the Commission has the 
power to alter or amend the sliding-scale arrangement, it seems 
clear that the modification can be sustained upon that clear 
authority. The order calling for rate schedules providing for 
a reduction in rates is clearly within the Commission’s power. 
No rate may be established under the arrangement unless it 
conforms to the standard of paragraph 2 of being just and 
reasonable. In the instant proceeding the Company does nqt 
complain that the rates will be unjust and unreasonable. It 
has abandoned its claim of confiscation, and all it claims here 


i 
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is that the Commission had no authority without Company 
consent to modify the sliding-scale plan. The Commission 
found that the rate reductions ordered “will produce just and 
reasonable rates” (App. 41). The lower court said the rates 
required by the said order constitute just and reasonable rates 
and will allow to the Company a fair return upon the fair 
value of its property (App. 2G4). The Company does not 
challenge these findings in this Court and therefore has no 
cause to complain. In United Fuel Gas Co. v. Railroad Com¬ 
mission of Kentucky, 27S U. S. 300, where a rate order was 
attacked, the Court said one who complains must show that 
the act complained of will inflict upon it some irreparable in¬ 
jury. It said: 

“If the rates are not shown to be confiscatory they 
cannot complain that the order purporting to impose 
them was void for they have suffered no injury even 
though the order was unauthorized.” (P. 310) 

II 

Paragraph 6 of the Act does not establish a formula for 
determining a rate base 

On page 15 of its brief the Company says that paragraph 6 
(section 43-305, D. C. Code) lists the main components of 
“fair value”, which include principally original cost and cost 
of reproduction. It also says that in prescribing this formula 
for rate making. Congress was “deliberately writing into stat¬ 
ute law” the substance of the decision in Smyth v. Ames, 169 
U. S. 466. On pages 15 and 16 of its brief the Company nar¬ 
rates historical information that indicates Congress inten¬ 
tionally deleted from paragraph 6 of the Senate bill any and 
all references to ascertainment of fair value. If any signifi¬ 
cance may be attached to-the deletion from paragraph 6 of 
the Senate bill, it is that the Senate deliberately and with a 
purpose deleted from paragraph 6 of the bill that was enacted 
any and all references to ascertainment of value. 
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On page 8 of its brief the Company has set out in full the 
language of paragraph 6 of the Act. A careful reading of that 
paragraph shows that Congress did not mention the words 
“fair value’’, “value’’ or “rate base”, nor did it give any indi¬ 
cation that the “information” to be ascertained under the 
authority of paragraph 6 was to be used as a measure of valua¬ 
tion or as a guide to valuation. The language of the paragraph 
shows that it does not prescribe a formula for valuation or for 
rate making. 


When the Public Utilities Act was enacted in 1913, para¬ 
graph 6 was incorporated as it now reads. At that time there 
was no regulatory authority having control over public util¬ 
ities in the District of Columbia. There was no agency having 
information necessary to exercise a control over public utilities. 
In creating the Commission, Congress authorized it to ascer¬ 
tain certain “information” and print such information in ;its 
annual reports to Congress. Congress might well have desired 
such information as a guide for further legislation. 

The Company says on page 15 of its brief that paragraph 6 
not only listed the main components of fair value, but that 
the principal components are original cost and cost of repro¬ 
duction. Congress did not indicate that the information re¬ 
quired to be ascertained consisted of the main components!of 
fair value, nor did it indicate that one piece of information re¬ 
quired to be ascertained was more important than any other. 
Under the paragraph the Commission was required to ascer¬ 


tain as soon and as nearly as practicable (1) original cost 1 of 
property of the public utility, (2) the cost to reconstruct siich 
property, (3) the outstanding indebtedness, the amount, d&te 
when issued, to whom issued, to whom sold, and the price paid, 
(4) the disposition of the proceeds, (5) by whom the indebted¬ 
ness was held, and the amount due thereon, (0) floating in¬ 
debtedness of the utility, (7) credits due the utility, (S) judi¬ 
cial or other sales of public utilities, their property or fran¬ 
chises, and the amounts and manner paid therefor, (9) the 


i 

i 

i 

i 

i 

i 
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gross and net income of every utility, (10) the amounts paid 
for salaries to officers and wages paid to employees, and (11) 
the maximum hours of continuous service required of each 
class. 

It can hardly be assumed that the Company would want its 
property valued by its gross and net income or the amounts 
paid for salaries to officers and wages paid to employees, or 
by other information required to be ascertained by the para¬ 
graph. But if paragraph 6 is a rate-making formula, no good 
reason can be advanced why such “components” should not 
be considered. What Congress provided should be done with 
such information was to print it in the Commission’s reports 
to Congress. 

The Company says paragraph 6 has written into it the sub¬ 
stance of Smyth v. Ames. But paragraph 6 does not require 
the ascertainment of all the elements of value that were con¬ 
sidered important by the Court in that case. Some of the 
things enunciated by the Court that are not required to be 
ascertained under paragraph 6 are: (1) the amount expended 
in permanent improvements, (2) the market value of the 
Company’s bonds and stocks, (3) earning capacity of the 
property under particular rates prescribed by statute, and (4) 
the sum required to meet operating expenses. None of these 
things is required by paragraph 6 of the Act in question. If 
Congress deliberately wrote into the paragraph the substance 
of Smyth v. Ames, why did it deliberately omit from the para¬ 
graph these important elements of that decision? 

Under the fair value theory developed under the doctrine of 
Smyth v. Ames, there have been considered by regulatory 
bodies and courts many so-called elements of value not re¬ 
quired to be ascertained in paragraph 6, which is further indi¬ 
cation that the paragraph does not establish a formula for the 
determination of value or for rate making. Among some of 
such elements that have been claimed and some that have 
been recognized in the determination of value are going-con¬ 
cern value or good will, franchise costs, interest during con- 
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struetion, adaptability or location of property, value of lease¬ 
hold rights, development costs, costs of attaching business, 
appreciation of property, and cost of financing and interest 
during construction. Paragraph 6 does not require the ascer¬ 
tainment of any of these things. In two fairly recent cases in 
this Court, certain elements of value were claimed, whijch 
elements are not required to be determined under paragraph: 6. 
In Puget Sound Power & Light Co. v. F. P. C., 137 F. (2) 701, 
7S U. S. App. D. C. 143, interest during construction and losses 
in the early operation of the property were claimed as elements 
of value. In Alabama Power Co. v. F. P. C., 128 F. (2) 280, 
75 U. S. App. D. C. 315 (cert, denied 317 U. S. 652), cost;of 
financing, engineering, and cost of promotional services were 
claimed as elements of value. All of these so-called elements 
have been claimed under the theory of Smyth v. Ames, but 
they are not required to be ascertained under paragraph 6.j 

Accrued depreciation is one of the most important elements 
in valuation and rate making. Paragraph 6 is absolutely silent 
on the question of accrued depreciation. ! 

Paragraph 7 of the Act (section 43-306, D. C. Code) does 
refer to valuation. It is a valuation provision. It provides 
that the Commision “shall value” the property of every public 
utility used and useful for the convenience of the public “at 
the fair value” thereof at the time of “said valuation”. Para¬ 
graph 8 (section 43-307, D. C. Code) provides the procedure 
for valuation by giving notice of not less than 30 days to the 
utility and holding a public hearing as to “such valuation”. 
Paragraph 9 (section 43-308, D. C. Code) provides that the 
Commission may “make a revaluation” of the property of any 
public utility. It is observed that these paragraphs, which are 
perfectly clear in their intent, use w'ords clearly indicating 
their purposes. Paragraph 6 contains no such language 1 as 
“value” or “valuation”. Paragraph 8 requires a notice to the 
public utility and a public hearing, but paragraph 6 does not 
require notice to the utility or a public hearing to ascertain 
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the “information” to be printed in the Commission’s annual 
reports. 

There is another provision in the Act creating the Com¬ 
mission which is perhaps more indicative that Congress recog¬ 
nized that it had not established a formula and had not listed 
the components of fair value. The first paragraph of para¬ 
graph 64 of the Act (section 43-704. D. C. Code) provides that 
if at any time the Commission shall be in doubt “of the ele¬ 
ments of value” to be considered in arriving at the “true valua¬ 
tion”. it may petition the court to instruct it “as to the element 
or elements of value” to be considered, and that the utility 
under valuation shall be made a party defendant in said action. 
If paragraph 6 established a formula for rate making and 
listed the component elements of fair value, the Commission 
could have no doubt about the element or elements of value 
to be considered. If paragraph 6 means what the Company 
has argued it does, then the first paragraph of paragraph 64 
of the Act is wholly useless. The enactment of these provisions 
of paragraph G4 is a clear indication that Congress itself recog¬ 
nized it had not established a formula and had not listed the 
principal components of fair value. When paragraph 64 was 
amended in 1935 (49 Stat. S82), the first paragraph author¬ 
izing the Commission to petition the court for instructions if 
it were in doubt about the elements was not disturbed, which 
indicated a recognition in 1935 that Congress had not estab¬ 
lished a formula for rate making. Paragraph 64 also requires 
that the utility be made a party to the proceedings it author¬ 
ized. but paragraph G does not provide that the utility be 
made a party to the information to be ascertained under its 
provisions. The use of the phrase “the element or elements 
of value” in paragraph 64 indicates a recognition on the part 
of Congress that one “element” may be found as a measure of 
fair value, thereby leaving open to the Commission the author¬ 
ity to determine that original cost depreciated may be the 
clement by which to measure fair value. 
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Paragraph 64 indicates that the elements to be considered 
in valuation shall result in a ‘‘true valuation”. Even assum¬ 
ing that the cost of reconstruction estimate is evidence of 
value, it is that and nothing more. In Dayton Power & Light 
Co. v. P. U. C., 292 U. S. 290, 311, the Court said “the cost iof 
reproduction is a guide, but not a measure.” In Los Angeles 
Gas & Electric Corp. v. Railroad Commission, 2S9 U. S. 287, 
307, Mr. Chief Justice Hughes, speaking for the Court in 1933, 
emphasized “the danger in resting conclusions upon estimates 
of a conjectural character.” The Constitution does not protejct 
the theory of valuation set forth in Smyth, v. Ames. It does 
not protect estimates of the cost of reconstructing property. 
It does not protect estimates. It protects the value of the 
property. 

In recent years the courts have approved many valuations 
based upon actual legitimate cost or prudent investment as 
the value to be protected by the Constitution. The Supreme 
Court has refused to hear argument that error was committed 
by an administrative agency in rejecting evidence of reproduc¬ 
tion cost. Panhandle Eastern Pipe Line Co. v. Federal Power 
Commission, 323 U. S. 700; Colorado Interstate Gas Co. jv. 
Federal Power Commission, 323 U. S. 700. If the actual cost 
of property represents fair value, that is what the Constitution 
protects. 

A reproduction estimate is not an end sought, but merely 
one means of attempting to find value. An estimate is not 
“true valuation”. Since the ultimate is the determination of 
the fair value of the property, not the reproduction cost of it. 
if there is better evidence of fair value than reproduction es¬ 
timates, it should be used. In the instant proceeding the Com¬ 
mission had better evidence. It had evidence of the actual 
cost of the property, which was unchallenged. Having the best, 
evidence, there is no occasion to resort to secondary evidence 
of a speculative and conjectural character. 
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III 

The Company has failed to meet its burden of proving the value 
of its property and it has no cause to complain 

Under Part 3 of its argument, beginning on page 27, the 
Company argues that the Act requires a finding of current fair 
value of the properties used and useful, and argues as it did in 
Part 1 of its brief that such value can be determined only by 
consideration of the matters required by paragraph 6. Since 
paragraph IS deals only with the matter of establishing rates, 
and the standard laid down in it is that the plan be just and 
reasonable and not inconsistent with the purposes of the Act, 
the Company has no cause to complain if the plan and its ap¬ 
plication produce rates that are just and reasonable and permit 
a fair return to the Company upon the property it employs 
for public convenience. The courts have consistently held 
that rate-making bodies are not bound by any formula or com¬ 
binations of formulae. Two notable illustrations are Federal 
Power Commission v. Natural Gas Pipeline Co., 315 U. S. 575, 
and Federal Poiver Commission v. Hope Natural Gas Co., 320 
U. S. 591, where the same regulatory body used two distinct 
methods of arriving at the rate base. In both cases the Court 
said that when the rate order is challenged, the question is 
whether that order ‘'viewed in its entirety” meets requirements 
of the Act. and that under the statutory standard of “just and 
reasonable”, it is the result reached, not the method employed, 
which is controlling. It is not theory but the impact of the 
rate order which counts. In the Hope case the Court said, “If 
the total effect of the rate order cannot be said to be unjust 
and unreasonable, judicial inquiry under the Act is at an end.” 
It said it is not important “to determine the various permis¬ 
sible ways” a rate base may be arrived at. The Court also said 
that one who challenges a rate order carries the heavy burden 
of making a convincing showing that the order is invalid “be¬ 
cause it is unjust and unreasonable in its consequences.” 
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In the instant proceeding the Commission’s witness pre¬ 
sented evidence of the original cost of the Company’s property 
used and useful for public convenience. That evidence was not 
challenged by the Company. It offered no additional evidence 
as to the cost of its property. On pages 11 to 22, inclusive, 
of its findings and opinion (App. 11-22, inc.) the Commission 
discussed the evidence relating to the Company’s rate base. 
It stated the position of the respective parties to the proceed¬ 
ing and, on pages 18 to 22, inclusive, made its findings in re¬ 
spect thereof and stated the basis of its conclusions. It said: 

i 

i 

! 

“A rate base predicated upon original cost is fair 
to the utility, its investors, and consumers, because 
it gives recognition to every dollar actually invested 
in the property.” (App. 19) 

i 

The Commission had before it the undisputed best evidence of 
the fair value of the property devoted to public service. It 
found the fair value of the property at the time of the vaca¬ 
tion, that is to say, December 31, 1943. 

In the light of applicable decisions, the Company has no 
cause to complain unless it can show that it has been harmed 
or will be harmed by the application of the rates required |by 
the Commission’s order. Since the Company did not chal¬ 
lenge the testimony of the cost of its property and offered no 
evidence on that subject, it has failed to meet its burden to 
show that the rates are less than fair. In United Fuel Gas Co. 
v. Railroad Com. of Kentucky, 278 U. S. 300, 313, the Court 
said: 

“The burden of proving the value of property on ; 
which they are constitutionally entitled to earn a fair 
return rests upon the appellants and, to justify judi¬ 
cial interference with the action of state officers in j 
fixing the rate assailed, must be supported by clear 
and convincing evidence.” 


i 
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In Dayton Power ct* Light Co. v. Public Utilities Commission, 
292 U. S. 290, 298, a question arose about the value of certain 
leases, and the Court said that the burden of proof as to the 
value rests heavily on the appellant. 

The Commission’s finding of value is based upon the only 
evidence of record as to what constituted the fair value of the 
property used and useful for public service. It used not only 
the best evidence available as to the present fair value of the 
property, but it used the only evidence offered in respect of 
what constituted the value upon which the Company is en¬ 
titled to a constitutional return. In the absence of testimony 
by the Company as to the fair value of its property or what 
constitutes the rate base upon which it is entitled to earn a 
constitutional return, it has utterly failed to meet its burden 
in showing that Order No. 2796 will produce less than a fair 
return. 


IV 

The return allowed by the Commision meets constitutional re¬ 
quirements. The Company has failed to meet its burden of 
showing less than a fair return 

The return to which the Company is entitled is the consti¬ 
tutional return. The Constitution does not guarantee more 
' than a just return on the property devoted to public service. 
The rate of the return or the method by which it is deter¬ 
mined is inconsequential so long as the return allowed under 
the order meets constitutional tests. In Federal Power Com¬ 
mission v. Hope Natural Gas Co., 320 U. S. 591, 603, the Court 
said that from the investor or company point of view, it is 
important that there be enough revenue not only for operat¬ 
ing expenses but also for the capital costs of the business. The 
Court said that under the statutory standard of just and rea¬ 
sonable rates it is the result reached, not the method employed, 
which is controlling (p. 602). Substantially the same language 
was used in Federal Power Commission v. Natural Gas Pipe- 
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line Co., 315 U. S. 575, 588. The foregoing pronouncement 
about the result reached is what the Court has many times 
said in similar language. Thus in Railroad Commission jv. 
Pacific Gas & Electric Co., 302 U. S. 388, 394, it said its inquiry 
in such cases is whether the action of regulatory officials in 
the totality of its consequences is consistent with the enjoy¬ 
ment by the regulated utility of a revenue something higher 
than the line of confiscation. The same language was used in 
United Gas Public Service Co. v. Texas, 303 U. S. 123, 143. In 
Dayton Power & Light Co. v. Public Utilities Commission, 
292 U. S. 290, 298, the Court said a challenge against an order 
fixing rates may not prevail unless there has been error in the 
result as well as error in the reasoning. In Los Angeles Gas & 
Electric Corp. v. Railroad Commision, 2S9 U. S. 287, 314, the 
Court said its duty on review was to examine the result of a 
rate order to determine whether its total effect is to deny the 
owner of the property a fair return for its use. 

Applying the foregoing principles to the return allowed the 
Company under the Commission’s Order Xo. 2798, the ques¬ 
tion before the Court is whether in the totality of the conse¬ 
quences of the order, viewed in its entirety, it meets the 
standard laid down in the Act and the requirements of con¬ 
stitutional protection. Since the Company has abandoned ;in 
this Court its allegation of confiscation, the question is whether 
or not Order Xo. 2796 meets the standard laid down in the Act 
in the light of applicable decisions. The Commission shows:in 
its findings and opinion that during the test year 1943 the 
return allowed to the Company at the basic rate of o\L % will 
meet every test required by the Constitution and enunciated 
by the Court in the Hope Xatural Gas and other applicable 
decisions relating to the question of a fair return. The Com¬ 
mission found that after meeting all expenses and providing 
for service on debt and for preferred dividend requirements, 
a reduction in rates of .$1,037,1S9 would provide a return of 
8.91% on the Company’s common-stock equity as of December 
31, 1943 (App. 43). The Commission found that in its opinion 
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such a return will enable the Company to maintain its finan¬ 
cial integrity, to attract capital and to compensate its investors 
for the risks assumed (App. 43). 

The Company is not in this Court complaining of the lack 
of fair return, but it contends that the Commission is required 
to determine the rate base under a different method. If the 
Company is satisfied with the return that will be permitted 
to it, it is wholly immaterial whether that return is established 
by applying a certain rate of return to the actual cost of its 
property or whether a different rate of return be applied to a 
reproduction cost new, or whether a still different rate of re¬ 
turn be applied to a reproducton cost new less depreciation 
base, or to a rate base predicated upon consideration of all of 
these so-called elements, so long as either method produces 
the fair return. 

This principle may be demonstrated mathematically by 
three examples in which it is assumed only for the purpose of 
illustration that the Company requires a return of $5,500,000 
annually to meet its operating expenses and its cost of capital, 
including long-term debt, preferred stock and a fair return 
on common-stock equity. In the first example let it be as¬ 
sumed that the depreciated original cost base is $100,000,000. 
The rate of return required to produce the fair return of 
$5,500,000 is 5.5%. But instead of using the depreciated orig¬ 
inal cost base, as a second example assume a reproduction 
cost less depreciation of the same property is found to be 
$120,000,000. Using this base in order to produce the fair 
return of $5,500,000, the rate of return would be 4.5S%. As 
the third example another permissible base may be deter¬ 
mined by giving equal weight to both the original cost de¬ 
preciated of $100,000,000 and the reproduction cost less de¬ 
preciation of $120,000,000. in which the rate base would be 
$110,000,000. In order to raise the required fair return of 
$5,500,000 the rate of return in this example would be only 
5%. These examples illustrate three permissible ways in 
which a rate base may be determined and produce the identical 
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number of dollars as the fair return referred to by the Court in 
the Hope Natural Gas Co. case and Colorado Interstate Gas 
Co. v. Federal Power Commission, 324 U. S. 5S1, at page 605, 
as sufficient to meet operating expenses and capital costs, in¬ 
cluding service on debt, dividends on stock, and a fair retuhi 
to the equity owner. 

The Supreme Court has consistently stated that the ascer¬ 
tainment of value or rate base is not a matter of formulas. 
Minnesota Rate Cases, 230 U. S. 352, 434; Georgia Railway v. 
Railroad Commission, 262 U. S. 625, 630; Bluefield Co. v. Pub¬ 
lic Service Commission, 262 U. S. 679, 690; Panhandle East¬ 
ern Pipe Line Co. v. Federal Power Commission, 324 U. S. 
635, 649; Colorado Interstate Gas Co. v. Federal Power Com¬ 
mission, supra, at page 605. I 

In the Panhandle case, supra, at page 649, the Court said 
the question on review is not the method of valuation which 
was used but the end result obtained since the issue is whether 
the rate fixed is just and reasonable. Since the standard laid 
down in the act here involved is that the rates be just ahd 
reasonable, it is wholly unimportant whether the rate base be 
determined by one method or another so long as the Company 
is allowed a fair return upon the property devoted to public 
service. 

On pages 31-39, inclusive, of its findings (App. 31-39) the 
Commission discussed the rate of return and the evidence 
offered in respect thereof. Its conclusions were stated on ap¬ 
pendix pages 37-39. On page 38 the Commission set out in 
tabular form the Company’s invested capital and the annual 
cost thereof expressed in both percentage and amount neces¬ 
sary to meet the cost of the Company’s invested capital, in¬ 
cluding common-stock equity. Upon these findings the Com¬ 
mission concluded that a basic rate of return of 5*4% is fair 
and reasonable. The Commission found that rate would pro¬ 
duce sufficient return to meet all of the Company’s capital 
obligations, including the payment of reasonable dividends 
and the retention in surplus of a reasonable amount of earn- 
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ings, to maintain the Company’s credit and attract capital 
(App. 38-39). 

While the Commission’s findings and conclusions were that 
a basic rate of return of b l ///c would be adequate to meet the 
standards of fair return, a greater rate may be earned under 
the provisions of the sliding-scale plan. The ‘‘basic rate” is not 
the fixed rate permitted to the Company. It is only the meas¬ 
ure by which under the provisions of the sliding-scale plan 
rates will be adjusted. That is to say, when the rate earned by 
the Company exceeds the basic rate, a proportion of that part 
of the return in excess of that rate is not required to be re¬ 
funded by the Company, but is used only as a measure for rate 
adjustments in the succeeding year. Whatever earnings the 
Company makes in excess of the basic rate are permitted re¬ 
turns under the plan. While the Commission fixed the basic 
rate at 5 1 /*>% based upon the income Jor 19J3 as a measure 
of rate adjustment, the actual rate w tioclTy the Company 
for that year was 5.82% (App. 40), which is substantially 
higher than the adjusted cost of capital of 5.319%, which in¬ 
cludes an 8% return on the common-stock equity. The 8% 
return allowed by the Commission on the common-stock 
equity in determining the basic rate is not the actual rate 
holders of common-stock equity may receive. To illustrate, 
on page 43 of the Commission’s findings (App. 43) it is demon¬ 
strated that after giving effect to the rate reduction of $1,037,- 
000 and to the estimated savings in federal income and excess 
profits taxes, the pro forma net income would, after providing 
for preferred dividends, provide a return of S.91% on the com¬ 
mon-stock equity based upon earnings in 1943. 

The table shown on page S of the Commission’s findings 
(App. S) shows the relation of the ‘‘basic rate” of return to 
the actual rate earned by the Company and retained by it un¬ 
der the provisions of the sliding-scale plan. In only one year 
in the past 20 years has the Company earned less than the 
basic rate of return, and that was in 1941 when it was actually 
5.99%. When the Company complains that the rate base fixed 
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by the Commission is invalid, it cannot reconcile that claim 
with the actual rate it is permitted to earn under the slidipg- 
scale plan. As demonstrated hereinabove, based upon the in¬ 
come for the test year 1943, the actual rate was 5.82% instead 
of the basic rate of 5%.% (App. 40). 

CONCLUSION 

It is respectfully submitted that the decision of the lovl'er 
court should be affirmed and the appeal be dismissed. 


Respectfully submitted, 

Vernon E. West, 

Lloyd B. Harrison, 

Counsel for Public, 

Utilities Commission. 

! 7 

District Building. 
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No. 8995 


United States of America, appellant, 

v. 

Public Utilities Commission, et al., appellees. 


JURISDICTIONAL STATEMENT 

In the jurisdictional statement, page 2 of the brief of the 
United States, it is stated that the Potomac Electric Po\yer 
Company (hereinafter called the “Company”) and the United 
States of America (hereinafter called the “United States”) 
filed with the Commission an application for reconsideration. 
A correct statement is that the Company filed an independent 
application for reconsideration (App. 245-248). The United 
States was represented in the proceedings before the Commis¬ 
sion by two separate agencies, one, the Director of Procure¬ 
ment, Treasury Department, and the other, the Public Build¬ 
ings Administration of the Federal Works Agency. Both of 
these agencies filed separate and independent applications for 
reconsideration (App. 227, 232). 

The Company filed its independent petition of appeal from 
the Commission’s order. The United States also filed an ap¬ 
peal from the Commission’s order. The District Court, after 
hearing the Company’s appeal, made its findings and conclu¬ 
sions of law affirming the Commission’s order “in all respects” 
(App. 262-264), and issued its order dismissing the Company’s 
appeal and affirming the Commission’s order (App. 261-262). 
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The Company, in its answer to the petition of appeal of 
the United States, moved to dismiss the petition on the 
grounds that it fails to set forth any facts entitling the United 
States to relief (App. 220). After argument upon the motion 
to dismiss, the lower court issued a statement of reasons for 
its decision (App. 222) and issued its order granting the mo¬ 
tion of the Company to dismiss the appeal of the United 
States, and did dismiss the said appeal (App. 221). 

Upon appeal by the United States to this Court from the 
order dismissing its petition of appeal, the Company filed a 
motion to dismiss the appeal (App. 226). By its decision of 

September 24, 1945 (_U. S. App. D. C._, 151 F. (2) 609), 

this Court found that the United States had a right to prose¬ 
cute its appeal, but did not pass upon the question whether 
the petition of the United States stated a claim entitling it 
to relief. 

The appeals of the Company and the United States were 
consolidated for argument before the lower court. 

COUNTER-STATEMENT OF CASE 

The ‘'Statement of Case” by the United States, on pages 3 
to 14 of its brief, is not in any true sense a statement of the 
case before this Court. The statement made by the United 
States, in addition to containing certain statements relating 
to the appeal, narrates many past events not covered by nor 
affected by Order No. 2796. Some statements there made are 
incorrect and contrary to evidence, some contrary to evidence 
offered by the United States. It contains conclusions and argu¬ 
ments. The conclusions stated and the arguments made are 
contrary to evidence of record. 

For a clarity of the case presented by the appeal of the 
United States, some of the errors in the Statement will be 
noted and some facts omitted from the Statement of the 
United States will be recited in order that a more complete 
statement of the case may be presented to the Court. On pages 



I 


31 


3 to 5 of its brief the United States refers to the inter-relatipn 
of the two appeals, and on page 4 refers to the objections to 
the various details of the Commission’s findings pressed ^>y 
the Company and its claims that the reduction in rates is con¬ 
fiscatory. The Company has abandoned the objections made 
in the court below to various details of the Commission’s find¬ 
ings and has raised here only law questions relating to the 
Commission’s powers. This is shown by points to be argued 
by the Company (App. 267-268). 

In view of the statement of the United States on page: 4 
of its brief that it has no quarrel with the basic findings of 
fact made by the Commission, and the statement in the Sum¬ 
mary of Argument on page 15 that the Commission’s findings 
are not unreasonable, arbitrary or capricious and are therefore 
binding, it appears that the United States has abandoned 'in 
this Court all factual questions. The United States says on 
page 5 of its brief that on the other hand it believes that tjhe 
sliding-scale plan “as heretofore worded” and as administered 
“has always been illegal” because violative of rate-making layr. 
Order No. 2798 modified very substantially some provisions of 
the basic elements of the sliding-scale plan as it existed prior 
to the promulgation of this order. The principal complaint |of 
the United States appears to be that the sliding-scale plan has 
always been illegal and all rates ordered under it have been 
illegal. 

Under the “Statement of Material Factual Details” on page 
5. the United States says that all the stock of the Company 
has always been owned by Washington Railway and Electric 
Company. This statement is not accurate because the testi¬ 
mony is that Washington Railway and Electric Company does 
not own any of the preferred stock of the Company, but only 
the common stock (App. 34-35, 274, 336; Ex. 29, App. 590- 
595). | 

It is stated on page 7 that of 89,000,000 of common stock 
of the company, 83,755,000 was water. The record, including 
United States Exhibit 29, shows that of the $3,755,000 re- 
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ferrcd to by the United States, SI.000,000 did not represent 
water but represented the issue of capital stock for the purpose 
of acquiring the Great Falls power site. The Great Falls power 
site is not included and never has been included in the rate 
base nor was the $1,000,000 in stock included in the invested 
capital. The Commission’s findings (App. 35, 36) show that 
the remaining $2,755,000 of what the United States called 
water was written out of the plant account and charged to 
surplus. 

The Commission believes that a better statement of what 
the consent decree provides is found in that decree (App. 57- 
62) than is contained in the statements on pages 8 and 9 of 
the United States brief. The statement in Item 3 on page 8 
does not correctly state or reflect the correct method of provid¬ 
ing for depreciation reserve and accruals thereto. It is stated 
that the plan provides for the accrual to the reserve each year, 
as a credit against the annual additions chargeable to expense, 
of 4% of the amount of the reserve. What the consent decree 
provided was that on the depreciation reserve of $4,000,000 
as of December 31, 1924, “interest will be accrued on a 4 per 
cent basis and as an accretion to the reserve, lessening the 
amount of depreciation to be included as an expense of opera¬ 
tion” (App. 58). Order No. 2796 provides for a depreciated 
rate base and the interest credit on the reserve was removed. 

On page 9 it is stated that downward adjustments of rates 
under the sliding-scale plan are keyed into the establishment 
of actual rate levels which will “absorb” a prescribed excess 
over the basic rate. What the consent decree provided was 
stated by way of example, that if the return for any one year 
should amount to $100,000 over and above 7*4% on the base 
ascertained “then the rates for the succeeding year to be 
charged the public shall be automatically reduced by the filing 
of new rate schedules to absorb $50,000 of such excess during 
such year.” (App. 59). 

The sliding-scale arrangement as provided in the consent 
decree did not provide for a “recapture” of any portion of the 
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earnings in excess of the basic rate, as indicated by the United 
States on page 10 of its brief. What the plan actually pro¬ 
vided in this respect was that if the rates yielded a return 

i 

greater than that provided by the basic rate of return “one- 
half of said excess shall be used in a reduction of rates toibe 


charged the public for electric service thereafter'’ (App. 5S- 
59). It was also stated by the United States that the Com¬ 
mission merely used 50% of the excess as the measure of rate 
reduction for the next year. Under modifications of the slid¬ 
ing-scale plan and as ordered by the lower court in Potomac 
Electric Power Co. v. Public Utilities Commission, Equity Xo. 
53475, the percentage of earnings to be used in reduction: of 
rates varies from one-half to five-sixths of such excess, de¬ 
pending upon the actual earnings of the Company. 

The statement on page 10 that the Company in 19 years 
from 1925 to 1943 received $21,714,632.24 in excess of the basic 
return and an average of $1,142,875.38 a year and Table I on 
page 10 are in error as to the total excess earnings from 1925 
to 1943 and in error as to the average amount and in error as 
to the actual rate of return expressed as a percent of the rate 
base. The excess earnings made by the Company over and 
above the basic rate from 1925 to 1943, inclusive, are $16,911,- 
533.49 (and not $21,714,632.24) and the average over the 
period is $S90.0S0.71 (not $1,142,875.38). The actual rate of 
return expressed as a percent is 7.91% and not 8.30%. 

The statement of net income available for common stock 
based on the par value from 1925 to 1943, stated on pages 10 
and 11, and the calculations showing such earnings and divi¬ 
dends paid, in Table II, page 11, are, in the language of the 
witness for the United States, “not a statement of what the 
true earnings of the common stockholder were” (App. 390). 
The witness for the United States stated that the par valtie 
of the common stock does not state the true investment of 
the common stockholders, and that it is not at all proper to 
relate earnings to the par value of stock (App. 390-392). 


i 
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On page 12 the United States makes the statement that as 
of December 31, 1943, the surplus stood on the Company’s 
books at $29,443,5*4, and cites as authority for the statement 
page 38 of the appendix. The table on appendix page 38 is 
lor the purpose of showing invested capital and the source of 
funds. The earned surplus there shown was as of September 

30, 1943, after making certain adjustments to reflect the true 
earned surplus in connection with the cost of capital study. 
The earned surplus recorded on the books of the Company as 
of December 31, 1943, was $29,073,421. 

On pages 12 and 13 the United States undertook to state 
in summary form various changes made in the sliding-scale 
arrangement. In Item 2 it states that in the determination of 
original cost rate base the Commission eliminated the differ¬ 
ence of $5,581,713.76 between book cost of property retired 
from use since 1925 and the valuations placed thereon in the 
consent decree. The elimination of S5.5S1.713.76 was not a 
difference between book cost and consent decree value of prop¬ 
erty retired. It relates to property still in service at December 

31, 1943. 

In Item 3 on page 12 the United States stated that the 
Commission eliminated from the rate base any allowance for 
working capital. The Commission did not eliminate all work¬ 
ing capital but only cash working capital. It made a finding 
of working capital in material and supplies (App. 19. 21). 

In Item 4 on page 12 the United States said that the Com¬ 
mission adopted as the figure to be deducted from the gross 
rate base as depreciation an amount which was stated by wit¬ 
nesses to be too low. No witness made any such statement. 
The witnesses testified that the book reserve for depreciation 
constituted a proper amount to deduct from gross rate base, 
but they also testified that under the sliding-scale plan the 
Company had not been permitted to accrue on its books as 
great depreciation reserve as it should have. (App. 36S). 

In item 5 on page 12 the United States said that the Com¬ 
mission adopted for depreciation accruals for 1943 the lowest 
of the figures given by two expert witnesses employed by it. 
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One expert witness employed by the Commission specially for 
the proceeding computed the accrual rate to be 2.69% of the 
depreciable property, while the Commission’s Chief Engineer 
computed the rate at 2.77%. The Commission approved the 
accrual rate of 2.7%, which is higher than that computed by 
one of such witnesses, but is .03% below the simple average 
of the two computations (App. 29). 

In Item 6, pages 12 and 13 of its brief, the United States 
said that annual charges for depreciation under the sliding- 
scale plan included charges on intangible and non-operating 
property. That is contrary to fact because intangible and nop¬ 
operating property has never been included in the rate base. 

In Item 7, page 13, the United States said that the Com¬ 
mission pointed out that the basic rate of return amounts to 
an “allowed basic return” of 5.82%. The 5.82% was not the 
basic return. What the Commission said was that during the 
year 1943 a basic rate of return of 5%% would permit in — 

a ct - unl - rate of return of 5.82% , but for 1943 only. The actual 
return over or below the basic return will vary with inconfe. 

In addition to the notation of erroneous statements in the 
Statement of Case in the brief of the United States, the record 
will show that the proceedings instituted by the Commission 
were for the purpose of determining whether or not the sliding- 
scale plan should be abandoned or modified and a determina¬ 
tion relative to the rates and charges under the plan as it then 
existed or as it may be modified for the rate year beginning 
March 1, 1944. The proceedings were not for the purpose of 
recapturing from the Company amounts in excess of the re¬ 
turns allowed by the basic rate of return because the Com¬ 
mission has no such authority. The sliding-scale plan cop- 
templates that the Company may make more or less than the 
basic rate of return. The so-called excess earnings are those 
earnings made by the Company in excess of the earnings ft 
the basic rate, but during the period 1925 to 1942 the rate¬ 
payers have had cumulative savings, without giving considera¬ 
tion to additional savings applicable to increased consumption 


i 

! 


I 



36 


of electric current, more than $86,000,000 (App. 8). In addi¬ 
tion to this cumulative saving on the basis of the same kwh 
consumption, there have been reductions in established rates 
from 1926 to 1943, inclusive, in the amount of $S,393,476 
(App. 6, 533), in addition to a reduction when the sliding- 
scale plan was adopted of $2,944,222.77 (App. 5). The cost of 
100 kwh consumption for residential service in 1924 before 
the sliding-scale plan was adopted was $9.24 (App. 5) and in 
1925 in the first year of the operation of the plan that rate 
was reduced to $7.02 (App. 6), while a comparable rate in 
150 cities having a population of 50,000 or more was $6.18 
and $6.00. 

The cost of 25 kwh consumption under the residential sched¬ 
ule in 1924 prior to the adoption of the sliding-scale plan was 
$2.50. In 1942 the rate had been reduced to $0.98. During 
the same period the cost for 40 kwh consumption under the 
residential schedule was $4.00 in 1924, $3.00 in 1925 in the 
first year of the operation of the plan, and in 1942 it was 
$1.48. The cost of 100 kwh consumption under the residential 
rate was $9.24 in 1924, was reduced to $7.02 in 1925 the first 
year of the sliding-scale plan, and was $2.56 in 1942 (App. 564. 
565, 566). For the year 1942 when the cost of 100 kwh con¬ 
sumption for residential service in the District of Columbia 
was $2.56, the average cost for the same amount of consump¬ 
tion was $3.80 for all cities having a population of 50,000 or 
more (App. 6). 

From 1937 to 1942, inclusive, when the basic rate of return 
under the plan was established at 6%, the actual return 
earned by the Company ranged from 7.95% down to 5.99%, 
or an average rate of return for those years of 6.91%. During 
the period when the basic rate of return was 6%, the average 
actual return was only .91 of 1% in excess thereof (App. 7). 

During the period of the sliding-scale plan through the year 
1942, the percent of earnings on the common-stock equity 
averaged 14.44%, and the dividends paid on the common-stock 
equity during that period were 9.15% (App. 9, 52S). 
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The Commission found, upon original cost basis for the 
plant component, less depreciation, and allowance for working 
capital, that the depreciated rate base for the year 1943, 
weighted, was $80,771,719.04 (App. 1S-22, 42). The oMy 
testimony offered by the United States on the value of the 
Company’s property was that the prudent investment for 
original cost amounted to $S2,740,207 (U. S. Ex. 45, App. 604). 

In repudiation of this evidence offered by the United States 
through the Federal Works Agency, that agency contended 
before the Commission that the rate base should be $53,659,- 
000 (App. 16). The United States, through the other agency, 
contended that the rate base “did not exceed $67,000,000” 
(App. 228). The only testimony offered by the United States 
on the question of the allowance for working capital was in 
the amount of $3,SS4,693 (App. 604). By repudiating this 
testimony the Federal Works Agency contended that the al¬ 
lowance for working capital should be $2,562,000 (App. 16). 
The testimony offered by the witness for the United States 
was that the average reserve for depreciation for the y6ar 
1943 was $17,782,075 (App. 604). The Federal Works Agency 
contended before the Commission that the allowance for de¬ 
preciation should be only $17,071,000 (App. 16). The Treas¬ 
ury Department, on the other hand, said the Commission 
erred in failing to give effect to the testimony of its Chief 
Engineer that the reserve as of December 31, 1942, should be 
at least $21,000,000 (App. 228). This testimony relating;to 
the prudent investment, the reserve for depreciation and work¬ 
ing capital was presented by a witness for the Federal Works 
Agency of the United States. The other agency offered no evi¬ 
dence as to the determination of these amounts. These two 
contentions before the Commission were based upon the same 
evidence of record. The Federal Works Agency contended that 
upon the basis of the record there should be a reduction of rates 
“of at least $3,860,000” (App. 235). The Procurement Divi¬ 
sion of the Treasury, on the other hand, contended that on 
the basis of the record there should be a reduction “of not less 
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than $3,000,000” (App. 230). In its petition of appeal before 
this Court the United States has not alleged what the rate base 
is, the amount of a proper rate reduction, nor did it allege what 
the proper depreciation accrual was. 

The United States presented through its witness, who is the 
Chief Accountant for the Federal Trade Commission, Exhibit 
29, which shows the complete history of all outstanding stock 
and securities of the Company, including the date of issue, the 
purpose for which it was issued, the amounts and the holders 
of all such stocks and securities. There is not an essential fact 
in relation to those holdings by the Washington Railway and 
Electric Company and, in turn, by the North American Com¬ 
pany, that is not clearly and honestly shown in Exhibit 29, a 
part of which is printed as pages 590 to 595 of the joint ap¬ 
pendix. Not only does Exhibit 29 show the complete history 
of the stock and security issues, but all other historical facts 
relating to the Company from the time of its charter. Mr. Mc- 
Elfresh, a witness for the Commission, also testified fully as 
to the issues of all stocks and other securities of the Company, 
by whom they were held, the date and amount of each issue, 
and the purposes for which issued. He presented Exhibit 41. 
which is reproduced at page 604 of the joint appendix, showing 
the date of issue, the par value of issue, and the details of each 
issue of common stock of the Company. 

The second paragraph of paragraph 64 of the Act (section 
43-704. D. C. Code) requires an application for reconsideration 
to be filed with the Commission as a prerequisite to appeal, 
and provides that no appellant shall in any court “urge or rely 
on any ground not so set forth in said application”. The firs; 
five paragraphs of the petition of appeal of the United States 
may be considered jurisdictional allegations. Paragraphs 6. 7. 
9, 10. 11. 12, 13 and 15 of its petition of appeal (App. 4S-52) 
contain allegations of past events that are not set forth in the 
applications for reconsideration filed by the federal agencies 
(App. 227-235). 
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The United States offered in evidence an exhibit identified 
as No. 74, which purports to contain what was claimed to: be 
copies of certain documents. Counsel who offered the exhibit 
made no offer to prove that the purported copies were time 
copies of original papers or that he had seen the original 
papers, nor did he present a witness to testify that such copies 
were true copies of original papers. The counsel who offered 

the proposed exhibit said it was offered for the purpose; of 
• • 1 
showing acquisition by North American Company of a con¬ 
trolling interest in Washington Railway and Electric Com¬ 
pany, and through it the control of the Potomac Electric 
Power Company was accomplished by a conspiracy among 
these three companies and certain of their employees and of¬ 
ficers; that the North American Company did acquire such 
control in violation of law; that such acquisition was known 
to the Public Utilities Commission and the Commissioners of 
the District of Columbia from 1922 to the present time hud 
was tolerated by them; that pursuant “to said plan, design 
and conspiracy, an arrangement known as the siiding-scaJe 
arrangement as a rate-making device was proposed and inaug¬ 
urated in 1924”, and was agreed to by the companies, the Pub¬ 
lic Utilities Commission, and was submitted to the District 
Court of the United States for confirmation as a so-called cbn- 

i 

sent decree, which said sliding-scale arrangement became the 
device by which excessive and unlawful and unreasonable rates 
were exacted from consumers and customers of the Company 
(App. 500-508). Many of the purported copies of papers con¬ 
tained in the exhibit identified as No. 74 are unsigned and 
undated, typed statements, without indication who prepared 
them or whether the originals were ever used or considered. 
The proposed exhibit does not contain a single reference to 
the sliding-scale plan, how it was developed, how it functions, 
or whether it should be modified. The proposed exhibit does 
not contain a single reference which relates to a rate base, a 

i 

fair return, a fair rate of return, depreciation reserve, or proper 
accrual rates for annual depreciation charges, or how rates 
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shall be adjusted in any respect whatever. The proposed ex¬ 
hibit does not contain a single reference to a single matter 
contained in the orders of investigation under which the pro¬ 
ceedings before the Commission were conducted. 

After argument upon the relevancy and materiality of the 
papers contained in the exhibit identified as No. 74, the Com¬ 
mission considered it and the objections to its admission and 
came to the conclusion “that such documents are incompetent 
and irrelevant and bear no relation to the subject matter of 
these proceedings”, and rejected its admission (App. 521-522). 

STATUTE INVOLVED 

Relevant parts of the statute not printed in the brief of the 
United States are printed as an appendix to this brief. 

SUMMARY OF ARGUMENT 

1. The United States argues that the sliding-scale arrangement 
was not authorized by paragraph 18 of the Act, that the plan 
itself was unlawful from its inception and has been unlawfully 
administered. The United States contends that rates charged by 
the Company since January 1, 1925, have been unlawful and that 
the unlawful rates have permitted the Company to acquire prop¬ 
erty upon which it should not be permitted a return. It seeks a 
retroactive application of modifications of the arrangement by 
applying its present-day concept of a fair rate of return to the 
Company's earnings since January 1, 1925. The contentions of 
the United States are unsound and unsupported by evidence of 
record. The United States contends that because the arrangement 
required the Company to pay an interest credit of only 4% on 
the depreciation reserve instead of an interest rate equal to the 
basic rate of return or the actual rate of return earned, the Com¬ 
pany’s surplus has been unlawfully increased. The contention of 
the United States is contrary to all applicable decisions and is in 
conflict with evidence of record including evidence offered by 
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witnesses for the United States. The same argument was rejected 
by this Court in Washington Gas Light Co. v. Byrnes, et al.^ 78 
U. S. App. D. C. 107, 137 F. (2) 547, and by the Supreme Court 
of the United States. The entire argument of the United States 
rests upon its unfounded contention that the rates charged by 
the Company since January 1, 1925, have been unlawful. The 
rates have been established by the Commission under authority 
of law. Rates higher or lower than those approved by the Com¬ 
mission are made unlawful under the Act. It follows that the 
established rates were lawful rates. 

2. The United States contends that property paid for out 1 of 

undistributed earnings, even though the property is used for pub¬ 
lic convenience, should be excluded from the rate base on the sole 
contention that rates charged by the Company under the sliding- 
scale plan since January 1, 1925, have been unlawful. Courts and 
recognized authorities hold that undistributed earnings invested 
in property constitute part of invested capital and are properly 
includible in the rate base. The United States argues that ^he 
inclusion in the rate base of property paid for out of undistributed 
earnings amounts to a stock dividend. The argument shows a 
misconception of the terms “surplus” and “stock dividend”. 
These arguments arc contrary to court decisions and recognized 
authorities in financing. j 

3. Paragraph 64 of the act involved requires applications lor 
reconsideration to state specifically the errors complained of and 
prohibits an appellant from urging or relying upon grounds not 
so set forth in the application. The United States alleged in para¬ 
graphs 1-7, inclusive, 9-12, inclusive, 13 and 15 of its petition of 
appeal certain matters not set forth in its applications for reepn- 
sideration. Because it has not exhausted its administrative remedy 
it has no right to be heard on appeal. An appeal may be taken 
only upon the terms specified in the Act. There is no appellate 
jurisdiction to hear the matters contained in the paragraphs of 
the petition of appeal which were not set forth in the applications 
for reconsideration. 
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4. The first sixteen paragraphs of the petition of appeal of the 
United States contain narrations of alleged events occurring be¬ 
tween 1922 and 1942 which do not relate to the matters covered 
by the order purportedly appealed from. Some of the allegations 
are untrue and some contrary to evidence offered by the United 
States. A narration of facts, true or untrue, not related to the 
investigation instituted states no claim entitling the United States 
to relief. Paragraph 17 of the petition of appeal of the United 
States seeks to nave the Court control the judgment and discre¬ 
tion of the Commission or to absorb to itself administrative func¬ 
tions that are vested in the Commission. Since the Court has no 
authority to compel a regulatory body to exercise its discretion in 
a particular way or to absorb the administrative function, the peti¬ 
tion of appeal of the United States fails to state facts entitling it 
to relief. 

5. The petition of appeal of the United States asks the Court 
to sit as an appellate board of revision of an administrative order. 
The appeal asks the Court to compel the exercise of discretion, 
which is beyond the power of the Court. Action seeking to con¬ 
trol administrative discretion or absorb administrative function 
fails to state a claim entitling the petitioner to relief. 

6. A collection of papers identified as Exhibit 74 purports to 
be copies of other papers without offer to prove they are true 
copies or that the originals arc in existence or have been used. 
The proposed exhibit contains unsigned, undated, typed memo¬ 
randa without knowledge to whom they were addressed or who 
typed them or what use was made of them. No witness was 
offered to prove the correctness of a single paper in the collection. 
The collected papers in the proposed exhibit do not relate to a 
single matter covered by the investigation instituted by the Com¬ 
mission. Counsel who offered the proposed exhibit said it was 
offered to prove that North American Company holds illegally 
stock of Washington Railway and Electric Company and that a 
conspiracy was accomplished for the purpose of imposing ex¬ 
cessive charges and to devise a sliding-scale arrangement to ex¬ 
tract unlawful rates from the customers of the Company. Even 
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if the proposed exhibit proved illegal holdings by the North 
American Company, the Commission had no power to act. The 
United States as an intervener is admitted to the proceeding as it 
stands without power to compel a change in the nature of the 
proceeding. Neither North American Company nor Washing¬ 
ton Railway and Electric Company renders service in the District 
of Columbia. Neither company was under investigation by the 
Commission. Even if the proposed exhibit proved a conspiracy, 
it was a matter over which the Commission had no power to act. 
Irrelevant evidence relating to collateral matters is properly; re¬ 
jected. The proposed exhibit was properly rejected as incompe¬ 
tent, irrelevant and bearing no relation to the subject matter of 
the proceedings (App. 521-522). j 


ARGUMENT I 

I ! 

! 

United States seeks retroactive application of the sliding-scale 
arrangement from 1925 to 1942 by applying new standards of 
valuation and rates of return to a period of higher and different 
methods of valuation and measures of return 


In sections I and II of its Argument (pages 16 and 23 obits 
brief) the United States makes unfounded charges that the 
sliding-scale arrangement from its inception January 1. 1925, 
until Order No. 2796 was issued was unlawful in its inceptibn, 
was unlawfully administered; that it was not authorized iby 
paragraph 18 of the Act; that the rates permitted under the 
arrangement have been unlawful and illegal, and that the 
Company’s earned surplus is for that reason itself an unlawful 
surplus and should be recaptured from the Company as not 
belonging to it. The primary contention of the United States 
is that the earnings made by the Company under the slidibg- 
scale plan, measured by some standard not revealed, were ex¬ 
cessive and. because excessive, unlawful and therefore should 
be recaptured from the Company. 
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In view of the arguments made by the United States in 
reference to the earnings of the Company from 1925 to 1942, 
its contention appears to be based upon its counsel’s concep¬ 
tion of a fair return during that period. Its position is not 
based upon evidence of record, nor can its contentions in re¬ 
spect to fair return two decades ago be sustained in the light 
of the concept of fair return established both by rate regula¬ 
tory bodies and courts during that period. What the United 
States apparently seeks is retroactive application of the new 
concept of value measured by original cost depreciated and a 
new concept of fair return to a period when the concept of 
value included reproduction cost estimates, going concern 
value and other so-called elements of value, and when the con¬ 
cept of fair return and the cost of borrowed capital were high 
compared with the present-day concept of fair value and the 
present-day cost of borrowed capital. 

During the period of the past 20 years, particularly during 
the early part of that period, it was not uncommon for regu¬ 
latory authorities and courts to approve values predicated in 
large part upon reproduction cost estimates and to approve, 
as reasonable, rates of return of 7% and 7 3 />% upon such re¬ 
production values. It may well be that a detailed analysis of 
all the relevant factors in all such cases comparable to that 
before the Commission in the instant proceeding would reveal 
that a rate of return of 7% or 7 1 / 4% applied to a reproduction 
cost rate base would be the equivalent of returns of 10% or 
more on a depreciated original cost rate base such as the Com¬ 
mission established in Order No. 2796. Further analysis of 
such cases might also reveal that the return on the common- 
stock equity after providing for interest on debt and divi¬ 
dends on preferred stock was equal to or greater than the 
return on the common-stock equity enjoyed by the Company 
in the instant proceeding about which the United States com¬ 
plains. The United States offered no testimony before the 
Commission to show contrary facts. 




45 


The United States would apply its present-day tests of rea¬ 
sonableness of rates of return and fair return to the earnings 
of the Company beginning with January 1, 1925, and seek iby 
some method to recapture from the Company such amounts 
as it considers were unfair in 1925 and later years by the 
measure of fair return under the economic conditions existing 
two decades later. It is common knowledge that borrowed 
capital costs 3% or less today, whereas in 1925 and following 
years 6 c /c bonds were not uncommon. It is common knowledge 
that in 1925 and later years yields and returns were far in 
excess of yields and returns at the present time. It is common 
knowledge that real estate mortgages carried a rate for bor¬ 
rowed capital at 7% or &% 20 or 25 years ago, whereas; in 
recent years money may be borrowed on real estate mortgages 
at 4% to 5%. These economic facts are of such common 
knowledge that the courts will take judicial notice of the tre¬ 
mendous decline in yields and returns and cost of borrowed 
money and equity capital from the period the sliding-scale 
arrangement was established until the present time. 

On page 23 of its brief the United States says that the 
amount of the Company’s surplus which it says has been un¬ 
lawfully enhanced by unlawful depreciation practices should 
be transferred from surplus to depreciation reserve. On page 
34 of its brief it says it sees no reason why surplus may hot 
in some way be recaptured or made useful to the ratepayers 
because it represents an unreasonable and unlawful extraction 
from the ratepayers. The contention of the United States is, 
by analogy, that because a home-owner borrowed capital to 
build or buy a home in 1925 and mortgaged his home under a 
note and mortgage whereby he agreed to pay interest at 'the 
rate of 7% or S r /(, and whereas now he can borrow money; for 
the same purpose at 4 c /c or b c /f , he should now recapture from 
the mortgagee all amounts he has paid since 1925 over and 
above the going rate of interest of 4% or 5% at the present 

time. 
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Even if the rates of return or the returns to the Company 
in the early days of the sliding-scale arrangement were ex¬ 
cessive as measured by the standards of fair rate and fair re¬ 
turn under new and changed economic conditions, that does 
not make the earnings of the Company during that period 
unlawful. Even if the rates were excessive in the early days 
of the arrangement, in the opinion of someone other than the 
regulatory body having statutory jurisdiction over such ques¬ 
tions. it does not follow that the rates were unlawful and il¬ 
legal. 

During the early years of the application of the sliding- 
scale arrangement and for a great many years thereafter, regu¬ 
latory bodies and courts frequently predicated the rate base 
upon reproduction cost elements and other elements, resulting 
usually in a much higher rate base than the actual cost of the 
property. To such inflated rate bases, the higher rates of return 
then prevalent were applied. To illustrate, in Board of Com¬ 
missioners v. Xew York Telephone Co., 271 U. S. 23, decided 
in 1926, the board found earnings resulted in a rate of return 
of 7.53% for 1924. In Los Angeles Gas & Electric Corp. v. 
Railroad Commission, 289 U. S. 287, decided as late as 1933. 
the California commission found the return had been slightly 
in excess of 7 V//c, and reduced it to 7%. In Lindheimer v. III. 
Bell Tel. Co., 292 E T . S. 151, the lower court found that the fair 
rate of return on the so-called “fair value” basis was 7 l /> c /c for 
the years 1923 to 1927 and 7% for the years 192S to 1930. In 
Driscoll v. Edison Light & Power Co., 307 U. S. 104, a rate of 
return of 6% applied to a rate base predicated upon original 
cost, cost of reproduction, going concern value and working 
capital was sustained in 1939. In Brush Electric Co. v. Gal¬ 
veston, 262 U. S. 443, the lower court approved a rate of re¬ 
turn of S% for the year 1919 on the so-called “fair value” 
basis and the Supreme Court affirmed its action. In Minne¬ 
apolis v. Rand, 285 F. SIS, the Eighth Circuit sustained a rate 
of return of 7 1 / 1 >% in 1923 against an attack that the rate was 
excessive. In Ohio Valley Co. v. Ben Avon Borough , 253 U. S. 
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2S7, decided in 1920, the Superior Court of Pennsylvania on a 
‘‘fair value” basis increased the rate base by more than 40% 
and directed a rate of return of 7 % upon such increased value. 

It can hardly be said that the courts, in approving the cpm- 
paratively high rates of return of that period, as illustrated 
in the foregoing decisions, as compared with the modern con¬ 
cept of fair rate of return, acted unlawfully and that the rates 
established to produce those rates of return were unlawful and 
illegal rates. 

On page 2S of its brief the United States says the sliding- 
scale arrangement was unlawful in origin, in its application, 
and continuance. It says the lower court had no jurisdiction 
to establish a sliding-scale plan in the consent decree. Under 
the provisions of paragraph 64 as originally enacted (37 Stat. 
988) the lower court had power to modify an order of the 
Commission and issue the kind of order the Commission itself 
m.ght have issued. Keller v. Potomac Electric Power Co., 261 
U. S. 428, 439, 441, 442. The consent decree was signed; by 
the late Mr. Justice Stafford and was modified in 1932 un;der 
authority of law as it then existed by the late Mr. Justice 
Luhring. It can hardly be presumed that these eminent jurists 
acted without authority or in violation of the law. The Act 
as amended (49 Stat. SS2) no longer permits the lower court 
to revise or modify Commission’s orders (paragraph 65, sec¬ 
tion 43-705. D. C. Code). 

On page 23 of its brief the United States argues that the 
Company's rates have been unlawful since January 1, 1925, be¬ 
cause they included an enforced contribution from ratepayers 
upon property upon which the utility was not entitled to a 
return and because the rates were unlawful. On page 34 it 
.-ays the rates were not only unjustly high but were actually 
unlawful. The appellant has not cited, and we believe it can¬ 
not cite, an authoritative decision upholding the arguments 
stated and the conclusions reached. The conclusions are not 
supported either by law or by testimony of record. 
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The principal contention made by the United States in 
reference to what it terms as unlawful and illegal extractions 
is that the sliding-scale plan provided and the Commission 
required the Company to pay an interest rate of only 4% upon 
the depreciation reserve, whereas the United States contends 
that the Company should have been required to pay as an 
interest credit on the reserve the basic rate of return provided 
for in the sliding-scale arrangement or the actual rate earned 
by the Company on its investment used in the public con¬ 
venience. This contention is not sound for several reasons. 
The first is that the sliding-scale plan specifically provided 
that the Company should pay an interest credit of 4% on the 
depreciation reserve, and until that provision of the arrange¬ 
ment was modified, no other rate could have been lawfully 
charged. Secondly, two other agencies of the United States 
made the same contentions before this Court in Washington 
Gas Light Co. v. Byrnes, et al. At pages 5S and 59 of their 
brief before this Court they there contended that an interest 
credit of 4 c /c on the reserve balance while the basic rate of 
return under that arrangement was 6 Y> c /c, allowed the com¬ 
pany there involved to earn the difference of 2}4 c /c on non¬ 
existent, depreciated property, “property already paid for by 
consumers, in addition to a full rate of return on depreciated 
property.” This Court rejected that argument. On writ of 
certiorari to the Supreme Court of the United States, the 
United States again made the same argument and cited in 
support of its contention the Natural Gas Pipeline case (315 
U. S. 575), as it did before this Court. The Supreme Court 
rejected this argument as not supported by its decisions. 

The contention that the interest should have been the basic 
rate of return under the arrangement or the actual rate of 
return instead of 4 c /c cannot be sustained for the reason that 
the fixation of the interest rate was an integral part of the 
arrangement and any change in its application required 
changes in other elements of the arrangement. The contention 
that an unlawful depreciation reserve has been extracted from 
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the public is not in accord with the testimony of Mr. Smith, 
who subsequently testified as a witness for the United States 
in the proceeding before the Commission. He said he did not 
lock upon the interest credit arrangement of the sliding-scale 

i 

plan “as the customers having contributed any more than; the 
4 percent as depreciation” (App. 377). Mr. Smith testified 
that one part of the arrangement could not be divorced from 
other principles and that under a modified plan with a 
straight-line method of depreciation the Commission would 
have to start anew “and not go back and try to change! the 
rate base and the other elements. I would accept what I has 
been done in the past.” (App. 394). The witness did not agree 
with the contentions of the United States in respect to the 
effect of the interest credit on the reserve. 1 

Even if the sliding-scale arrangement had fixed the interest 
rate on the depreciation reserve at the same rate as the Basic 
rate of return, the reserve itself would not have been any 
different through the period 1925 to 1942, inclusive, than it 
was under the existing plan. This is so by reason of the fact 
that accruals to the reserve were determined solely by the rela¬ 
tion of the reserve to the rate base (App. 5S). A higher in¬ 
terest rate on the reserve would merely have increased operat¬ 
ing income. i 

The United States also complains (p. 19) that the depre¬ 
ciation provision of the sliding-scale arrangement violated 
basic principles and statutory provisions because annual! ac¬ 
cruals were a percentage of the total rate base including work¬ 
ing capital and other nondepreciable property. In answer to 


1 “Mr. SMITH. But I can't divorce myself from all the rest of the sliding- 
scale principles and say as to this one principle you should do something 
else because it has been injurious to the customers, and forget .something 

which has been to their benefit. 

* * * * 

“Mr. SMITH. It (the Company) might have done very much better if it 
had insisted on a fair value of rate base. On my knowledge of that through 
the years, I think the consumers have been much better off.’’ (App. 37S-379). 

Mr. Smith said: “Comparing the sliding-scale arrangement with a| fair- 
value proceeding. I envy the sliding-scale arrangement because it has benefit-: 
to the public as compared to the typical fair-value procedure.” (App.1396). 
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this contention, it should be borne in mind that the true na¬ 
ture of any reserve is determined not by the manner or method 
by which it is created, but by the charges against such reserve. 
In the application of the sliding-scale plan the only charges 
ever made against the depreciation reserve were related solely 
to depreciable property. 

The United States also argued (p. 20) that the law was 
violated because annual accruals varied according to the size 
of the reserve with reference to the total rate base. In order 
to maintain a reserve sufficient to meet the accrued deprecia¬ 
tion in property, it is essential that the reserve have a definite 
relation to the rate base. In a growing property the amount 
of depreciation accruals should increase with the grojvth of 
the property, and this was accomplished under the sliding- 
scale method of accrued depreciation. 

The authorities cited on pages 16 and 17 of its brief do not 
support the contentions made by the United States. The quo¬ 
tations on page 17 hold that a public utility has a right to 
charge as expenses enough to pay for depreciation for the par¬ 
ticular year and to build up a reserve, but may not charge 
more than enough for that purpose. These cases have no 
application in the instant proceeding because every witness 
who testified on the subject said the Company had not been 
permitted to charge enough for depreciation under the ar¬ 
rangement, and for that reason the reserve was inadequate. 
The arguments made and the position taken by the United 
States are a complete repudiation of its own testimony as to 
the rate base and the proper amount of depreciation to be 
deducted from the original cost, as shown by its Exhibit 45 
(App. 604). 

The United States complains that failure to charge the basic 
rate or the earned rate on the reserve results in an unjust en¬ 
richment to the Company at the expense of the ratepayers. 
On December 2S, 1945, the Missouri Public Service Commis¬ 
sion, in its General Order Xo. 3S-A. Case Xo. 10.723, adopted 
the use of the identical method claimed here by the United 
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States to be unlawful. It adopted the use of an undepreciated 
original cost base, with a reduction in the annual charges for 
depreciation of an interest rate of 3% on the depreciation 
reserve applicable to all public utilities within its jurisdiction. 
The Missouri statute in respect to depreciation charges is sub¬ 
stantially similar to the statute here involved. 

The entire case of the United States rests upon its “argu¬ 
ments” that the sliding-scale plan is unlawful and that rates 
established thereby have been illegal. Its whole case stands 
or falls upon this argument. The Act vests in the Commission 
exclusive power to fix public utility rates within the District 
of Columbia. Such rates are declared to be the lawful rates. 

i 

Kates higher or lower than the rates established or approved 
by the Commission are made unlawful by the terms of the Act. 
It follows therefore that the rates in effect under the provi¬ 
sions of the sliding-scale plan since January 1, 1925. have 
been lawful rates. 

A claim that rates are confiscatory is that they are unlawful. 
To prove confiscation, he who asserts must prove that asser¬ 
tion by clear and convincing evidence. The burden of proof 
rests heavily upon him who asserts such claim of unlawfulness. 
Dayton Power ci* Light Co. v. Public Utilities Commission, 
292 U. S. 290; Los Angeles Gas & Electric Cory. v. Railroad 
Commission, 289 U. S. 2S7; Lindheirner v. III. Bell Tel. Cp., 
292 U. S. 151. The assertion by the United States that the 
rates since 1925 were unlawful carries the same heavy burden 
as a claim of confiscatory rates. Argument of counsel that 
according to their standard twenty years later rates were too 
high does not prove them unlawful. Unfounded argument 
does not make members of the Commission for the past twenty 
years law violators. 

The arguments made by the United States are not in ac¬ 
cord with and are in fact contrary to testimony offered by: it 
through Dr. James C. Bonbright. Economist and Professor of 
Finance in the Business School of Columbia University. 
Charles W. Smith. Chief of the Bureau of Accounts, Finance 

i 
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and Rates, of the Federal Power Commission, and Arthur E. 
Lundvall, Chief Accountant of the Federal Trade Commission. 
The testimony of these witnesses of recognized authority was 
quite contrary to the arguments made by counsel for the 
United States. 


II 

Property paid for out of earnings and used for public convenience 

is part of the rate base 

The United States also contends that property paid for out 
of surplus, even though it is used for public service, should be 
excluded from the rate base. This contention is also premised 
upon its arguments that rates since January 1. 1925. have been 
illegal. On pages 25 and 26 the United States argues that it is 
improper to treat surplus investments as part of the rate base 
because improvements and extensions should be financed 
through bond issues and preferred stock rather than from earn¬ 
ings. Such a suggestion is contrary to clear thinking and sound 
financing. It is contrary to authorities on the subject of 
financing." 

The suggestion that the Company should finance by bonds 
and preferred stock is contrary to the views of the Securities 
and Exchange Commission. The Company started in 1933 the 
very practice suggested by the United States and the Secur¬ 
ities Commission condemned it as being “open to serious ques¬ 
tion as to financial soundness.” In the Matter of Potomac 
Electric Power Company, File No. 70-104, “Securities and Ex- 


- "The Economics of Public Utility Regulation", Barnes, p. 265: "If the com¬ 
pany is expanding, it is both customary and proper to invest such funds in 
additions to plant or working capital.” "Financial and Operating Ratios in 
Management", Bliss: The net worth or stockholders’ investment should in¬ 
clude capital stock accounts, surplus and surplus reserves (p. 58). "The 
equity of common stockholders in a business includes both the stock in¬ 
vestment and their interest in any surplus or surplus reserves. Aeecumu- 
lated earnings left in the business should be expected to earn an average 
return in the same manner as any new investments put info the business." 
(p. 75). “Public Utility Finance”, Lagerquist, p. 567. 
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change Commission Decisions & Reports”, Vol. 8, pages 30, 
36. The Securities and Exchange Commission is a recognised 
authority on matters of financing. We believe its views and 
the views of experts on the matter are sounder than the argu¬ 
ments made by the United States. It has not cited a single 
court decision, nor do we believe it can, in support of its con¬ 
tention. I 

The United States cites several court decisions on pages! 24 
and 25 of its brief with apparent inference that such cases 
support the arguments made. They do not. It cites here R'aii- 
road Commission v. Cumberland Telephone & Telegraph Co., 
212 U. S. 414, 53 L. Ed. 577, upon which it relied in the court 
below to sustain its argument that property paid for out of 
surplus should be deleted from the rate base. That case de¬ 
cides nothing of the kind. On the contrary, Mr. Justice Peck- 
ham said: j 

i 

“We are not considering a case where there are sur- i 
plus earnings after providing for a depreciation fund, ; 
and the surplus is invested in extensions and addi- j 
tions. We can deal with such a case when it arises.” | 

There is not a federal or Supreme Court decision citing that 
case in support of the contention that property paid for out of 
surplus is not part of the rate base. j 

In every court decision dealing with this subject the courts 
have said that property paid for out of moneys received;for 
service belongs to the company just as does that purchased 
out of proceeds of its bonds and stock. Board of Cornrhis- 
sioners v. New York Telephone Co., 271 U. S. 23, 32. 'All 

recognized authorities and courts hold that undistributed 

1 

earnings invested in property constitute part of the invested 
capital and are properly includible in the rate base. The posi¬ 
tion here taken by the United States is directly contrary to 
that taken by the Assistant Attorney General before this 
Court in Geo. Fetch <£ Sons Co. v. Blair, 5S App. D. C. 168,; 26 



F. (2) 540. where he conceded that the amount of accumulated 
dividends should not be excluded from the company’s invested 
capital. This Court there said that it is clear that surplus used 
in the company’s business is “a part of its invested capital”. 
To the same effect are the decisions in Gibbons v. Mahon, 13G 
U. S. 549. 34 L. Ed. 525. 527, 530, 531, and in Eisner v. Macom- 
ber, 252 U. S. 1S9, 209. In Flynn v. Haas Bros., 20 F. (2) 510. 
the Ninth Circuit, and in Eaton v. English & Mersick Co., 7 
F. (2) 54, the Second Circuit said that earned surplus and un¬ 
divided profits used in the business are part of invested capital. 
To similar effect is the decision of the Eighth Circuit in People 
of Colorado v. Great Western Sugar Co., 29 F. (2) S10. In 
Lynch v. Hornby, 247 U. S. 339, 341, and Peabody v. Eisner, 
247 U. S. 347, 349, the Court said a stockholder has a right to 
have the surplus used in the business and to receive therefrom 
such dividends as the directors might declare. In Peoples 
Natural Gas Co. v. Pennsylvania Public Utilities Commission. 
34 A. (2) 375, 153 Pa. Super. 475, the court said that the fact 
that a public utility had earned excessive returns in the past 
has no bearing whatever on what it is entitled to earn on the 
basis of the fair value of the property presently dedicated to 
public use. In Garden City v. Garden City Telephone, Light 
(fc Mfg. Co., 236 F. 693, it was contended that sums wrongfully 
extorted from consumers by illegal rates and reinvested in the 
property should not be considered as cash investment. The 
court said it need not stop to inquire how the company 
acquired the money invested in this business. In State v. 
Hampton Water Works Co., IS A. (2) 765. 91 X. H. 27S. the 
Supreme Court of New Hampshire said that even as to ac¬ 
cumulated excessive depreciation, the consumers have no in¬ 
terest in it. Many other state and federal courts have held to 
similar effect. 

In spite of the universality of the decisions on this point, 
the United States argues before this Court that the lower court 
and the Commission were in error in not excluding from the 
rate base property paid for from surplus. The Commission 
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made a finding of the value of the Company’s property de¬ 
voted to public service as the statute requires. It found as a 
matter of fact that that part of the Company’s property paid 
for out of undistributed earnings was property owned by;the 
Company devoted to public service. In view' of the established 
decisions and the clear finding of the Commission, both I the 
lower court and the Commission w T ere correct. 

The United States has argued on pages 31-33 of its Brief 
that the consideration of surplus invested in the property as 
part of the common-stock equity accomplishes by indirection 
the payment of a stock dividend in violation of paragraph 75 
of the Act (section 43-804, D. C. Code). This argument is 
contrary to every concept of surplus and stock dividend. The 
United States has not cited a single court decision sustaining 
this argument. We believe it can find none. The argument 
shows a misconception of the meaning of the terms “surplus” 
and “stock dividend”. In Gibbons v. Mahon, supra, and Eisner 
v. Macomber, supra; 1 the Court said a stock dividend rqally 
takes nothing from the property of the corporation and adds 
nothing to the interest of the shareholders. Its property is! not 
diminished and the stockholders’ interests are not increased. 
These cases hold that a stock dividend is in essence not a divi¬ 
dend but rather the opposite, because no part of the assets of 
the company is separated and nothing distributed except paper 
certificates. There are many federal and state decisions hbld- 
ing to similar effect. We find none to the contrary. 

The argument made by the United States about the dele¬ 
tions from the rate base not only finds no support in the daw 
or among authorities on the subject, but is directly contrary 
to the testimony of a competent witness of the United States 
when he said that what.the common stockholders have! in- 


:: in Eisner v. M(tentuber the* Court said of a stork dividend: “Far from boms’ 
a realization of profit.* of the stockholder, it tends rather to postpone: such 
realization, in that the fund represented by the new stock has been tjrans- 
ierred from surplus to capital, and no longer is available for actual 1 dis¬ 
tribution" (P. 211) 
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vested in the business is not the original investment for the 
certificates of shares, but is that amount plus whatever was 
left in the business from year to year (App. 391). The testi¬ 
mony of this witness, shown at pages 390 to 392, inclusive, of 
the joint appendix, is directly contrary to the position taken 
by the United States in respect to the earnings and dividends 
based on par value and in respect of the investment of the 
common stockholder. This is another instance where the 
United States has repudiated its own evidence and offers in 
lieu thereof its unsupported arguments. 

In an interim opinion just released. In the Matter of Wash¬ 
ington Railway and Electric Company, File Xo. 54-9S, 4 the 
Securities and Exchange Commission had before it a general 
plan in which the question of whether the law should be 
amended to permit the Company here involved to issue a stock 
dividend as part of the general plan was involved. This was 
a proceeding under the Public Utility Holding Company Act 
of 1935. The Securities and Exchange Commission, an expert 
in this field, did not there express the same views in respect 
of stock dividend as argued by the United States in its brief. 
In that proceeding the Department of Justice intervened in 
opposition to the plan. On page 14 of its interim order the 
Securities and Exchange Commission said that it believed 
that the over-all objective of the plan is desirable under the 
policy of the Public Utility Holding Company Act. 


In discussing the identical question of authorizin'; (lie Company here in¬ 
volved to issue stock dividend, the Securities and Exchange Commission 
said: “The retention and reinvestment of earnings is often most desirable, 
and the payment of dividends in stock, and the resultant transfer from the 
earned surplus account to capital account, gives recognition to the actual 
invested capital of the company.” 

The Commission said if. as the Public Utilities Commission has held, the 
Company’s earned surplus is from undistributed earnings properly allowed 
and invested, “we are aware of no standard or of any policy of the Holding 
Company Act. which would prevent the payment of such a stock dividend 
if it were legal to do so under local law.” The Securities and Exchange Com¬ 
mission further said that removal of the restriction in the present law to 
permit the payment of a stock dividend by the company subject to the ap¬ 
proval of the Public Utilities Commission, “would facilitate the adminis¬ 
tration of the Holding Company Act in its application in the pending plan.” 
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The United States may not be heard on appeal because it did not 
exhaust its administrative remedy 

Paragraph G4 of the Act (section 43-704, D. C. Code) au¬ 
thorizes the filing of applications for reconsideration of the 
Commission’s orders “stating specifically the errors claimed as 
grounds for such reconsideration.” It provides that no appel¬ 
lant “shall in any court urge or rely on any ground not so set 
forth in said application.” Paragraphs 1-7, inclusive, 9-12, in¬ 
clusive, 13 and 15 of the petition of appeal of the United States 
(App. 47-52) contain allegations not set forth in the applica¬ 
tions for reconsideration filed by the United States through 
the Federal Works Agency (App. 232-235) and by the United 
States through the Procurement Division of the Treasury 
(App. 227-231). The above-quoted provision of the statute is 
prerequisite to appeal in any court. The United States may 
not be heard to complain about the matters set forth in the 
above-enumerated paragraphs of its petition of appeal. Pan¬ 
handle Eastern Pipe Line Co. v. Federal Power Commission, 
324 U. S. 635, 650; Mallory Coal Co. v. National Bituminous 
Coal Commission, 69 App. D. C. 166, 99 F. (2) 399; Red River 
Broadcasting Co. v. Federal Communications Commission, (j)9 
App. D. C. 1, 98 F. (2) 282; Braniff Airways v. Civil Aeronau¬ 
tics Board, 79 U. S. App. D. C. 341, 342, 147 F. (2) 152; U. jS. 
v. Hancock Truck Lines, 324 U. S. 774, 778-780. Many other 
authorities may be added to this list. In the Panhandle case 
Mr. Justice Roberts, Mr. Justice Reed and Mr. Justice Frank- 

i 

furter concurred in the decision for the single reason that the 
petitioners in that case had not set forth in their applications 
for rehearing the matters contained in their appeal to the 
Court. The Federal Power Act contains a provision similar to 
that in paragraph 64 of the act involved. In the Panhandle 
case the Court said that because the petitioner had failed to 
incorporate objections in its application for rehearing it was 
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precluded “from attacking the order of the Commission”. Sec¬ 
tion 6(b) of the National Bituminous Coal Act provides that 
no objection to the order of the commission shall be con¬ 
sidered by the court unless such objection was urged below. 
In the Mallory Coal Company case this Court said that in the 
absence of such objection ‘‘there is no appellate jurisdiction 
and no occasion for judicial review” (p. 174). In the Branifj 
Airways case this Court said it “cannot review an order until 
administrative remedies have been exhausted” (p. 342). In 
the Hancock Truck Lines case the Supreme Court said a fail¬ 
ure to incorporate a matter in the petition for reconsideration 
“precludes consideration and decision of the question” (p. 
778). In that case the Court said that the District Court com¬ 
mitted reversible error “of which we must take note” in pass¬ 
ing on the merits of the case (p. 779). 

A court can acquire jurisdiction “only by authority of law.” 
\V. O. IF. Life Insurance Ass’n v. Federal Communications 
Cornmission, 69 App. I). C. S7, 88. 99 F. (2) 122. 123. and 
cases cited in note 3. In Securities and Exchange Commission 
v. Andrews, 8S F. (2) 441, the court said it is perfectly clear 
that a suit against an administrative agency can be main¬ 
tained only “upon the terms specified in the statute”. Since 
the “terms specified in the statute” here involved require ap¬ 
plications for reconsideration to state every ground to be 
urged, there is no statutory authority to review in the absence 
of such compliance. The lower court correctly held that the 
petition of the United States stated no facts entitling it to 
relief. 


IV 

The petition of appeal of the United States alleges matters not 
»n dispute, not covered by Order No. 2796, and not in issue. 
These allegations state no claims entitling petitioner to relief 

The first five paragraphs of the petition of appeal of the 
United States (App. 47-48) may be considered jurisdictional 
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allegations. The paragraphs 6-16, inclusive (App. 4S-53), 
contain certain narrations of events occurring between 1922 
and 1942 that do not relate to matters covered by the orders 
of investigation and matters which are not covered by the 
order purportedly appealed from. There are many allegations 
that are untrue, some contrary to the evidence offered by the 
United States, arguments and conclusions. There is no alle¬ 
gation of fact in the first sixteen paragraphs which constitutes 
the basis of the Commission’s findings and opinion or its action 
in Order Xo. 2796. There is not in those sixteen paragraphs an 
allegation of error on the part of the Commission, and no relief 
is prayed for in respect of the things there alleged, A recitation 
of facts, true or untrue, not related to the investigation cannot 
constitute a cause of action entitling the United States to 
relief. Xo relief could be given on those allegations either by 
the Commission or by the Court, even if relief had been prayed 
for. Most of the allegations contained in the first sixteen para¬ 
graphs relate to past events prior to and during the life of;the 
sliding-scale plan through the year 1942. Order Xo. 2796 deals 
with the modification of the sliding-scale plan and the deter¬ 
mination of rates to become effective for the rate year begin¬ 
ning March 1, 1944. These recitations of facts state no cause 
entitling the United States to relief and no cause upon which 
the Court could grant relief. The lower court correctly lield 
that the petition of appeal of the United States fails to state 
any facts entitling it to relief (App. 222). 

The allegations contained in paragraph 17 of the petition 
of appeal (App. 53-56) and the relief prayed for in respect of 
such allegations are for the purpose of controlling the judg¬ 
ment and discretion of the Commission. Courts have univer¬ 
sally held they are not at liberty to substitute their own dis¬ 
cretion for that of administrative bodies who have kept within 
the bounds of their administrative powers. American Tele¬ 
phone & Telegraph Co. v. U. S., 299 U. S. 232; Norfolk & 
Western Railway Co. v. U. S., 2S7 U. S. 134; U. S. ex rel. D'ela- 
xcare & Hudson Railroad Carp. v. Interstate Commerce Com- 
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mission, 60 App. D. C. 267, 51 F. (2) 429. Since the court has 
no authority to compel a regulatory body to exercise a par¬ 
ticular discretion, the allegations in paragraph 17 fail to state 
any facts entitling the United States to relief. 

V 

The United States seeks to direct and control administrative 
discretion committed to the Commission 

The petition of appeal of the United States (App. 47-56) 
and the arguments in its brief indicate clearly that what it 
seeks is to have this Court compel the Commission to exercise 
its discretion in a particular way or that the Court itself sub¬ 
stitute its own judgment for that of the administrative agency. 
The United States has not challenged the statutory power of 
the Commission, nor could it successfully do so in the light of 
the statute. Courts do not sit as appellate boards of revision 
of administrative orders. Los Angeles Gas & Electric Corp. v. 
Railroad Commission, 2S9 U. S. 287, 304; Railroad Commis¬ 
sion v. Pacific Gas & Electric Co., 302 U. S. 3SS. 393-394; St. 
Joseph Stock Yards Co. v. U. S., 298 U. S. 3S. 

Courts do not sit as boards of revision of administrative 
orders even where there is conflict of evidence or some evidence 
supporting the contentions advanced. That principle is more 
applicable here because the contentions of the United States 
are not based upon conflicting evidence but rather contrary to 
all evidence, some offered by its own witnesses. Courts have 
universally held that regulatory bodies and courts do not com¬ 
mit error by rejecting conjectural and unsatisfactory esti¬ 
mates even when offered as evidence. Minnesota Rate Cases, 
230 U. S. 352, 452; Pacific Gas & Electric Company case. 
supra, at pages 397, 398, 399; Los Angeles Gas ti* Electric Corp. 
case, supra, at page 307. In Dayton Power & Light Co. v. Pub¬ 
lic Utilities Commission, 292 U. S. 290, 301, the Court said 
expert evidence has no such commanding quality as to apply 
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coercion to the judgment of the triers of facts. Certainly argu¬ 
ment without evidence and contrary to evidence has no such 
coercive quality. 

The courts have universally held they do not have power; to 
absorb to themselves administrative function and revise regu¬ 
latory orders. This statement hardly needs citation. If the 
court has no authority to absorb the administrative function 
and if it dees not have authority to compel administrative dis¬ 
cretion and to decide a matter in another specified way, the 
petition of the United States has not stated a claim entitling 
it to relief. 


VI j 

; 

Exhibit identified as No. 74 bears no relation to the subject matter 
of the proceedings before the Commission and was properly 
rejected 

| 

The United States, through the Federal Works Agency, of¬ 
fered in evidence a collection of what purported to be copies 
of certain papers without the offer to prove by any witness 
that any of the copies were true copies of original papers, and 
without offer of the counsel who offered the papers to show 
that he had seen the originals or that the originals existed, 
in the absence of proof that the purported copies were tfue 
copies or that originals existed, the proposed exhibit was im¬ 
proper. The proposed exhibit contains some unsigned, un¬ 
dated, typed memoranda which do not show by whom they 
were prepared, to whom they were addressed, what use. if any, 
was made of them, and if so, by whom. The collected papers 
do not relate to a single matter covered by the investigation 
instituted by the Commission. They do not relate to the slid¬ 
ing-scale plan, whether it should be abandoned or modified. 
There is nothing in the proposed exhibit that relates to rate 
making, valuation, rate base, rate of return, fair return,j or 
other matter pertinent or related to the matters under investi¬ 
gation. 
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Counsel who offered the proposed exhibit said it was offered 
to prove that the holdings by North American Company of 
Washington Railway and Electric Company, and in turn of 
the Company here involved, were accomplished by a conspir¬ 
acy in violation of law, and that such unlawful acquisition was 
known to the members of the Public Utilities Commission and 
was tolerated by them; that the purpose of the acquisition was 
to impose excessive rates of charges, and that pursuant to the 
conspiracy the sliding-scale plan was designed to extract un¬ 
lawful and unreasonable rates from the customers of the Com¬ 
pany; that the adoption of the sliding-scale arrangement was 
unlawful; that the toleration of the arrangement and the con¬ 
spiracy by predecessors in office of the members of the Com¬ 
mission was unlawful and in derogation of their duty (App. 
504-507). 

Even if the exhibit identified as No. 74 established that North 
American acquired and holds stock of the other companies 
illegally, it was not pertinent to the investigation ordered by 
the Commission. Even if it proved all that counsel said it was 
offered to prove, it had no relation to the subject matter of 
the proceedings and was properly rejected. It has been fairly 
well established that the administrative body has the right to 
control the range of its investigation. Vinson v. Washington 
Gas Light Co., 321 U. S. 4S9; Interstate Commerce Commis¬ 
sion v. Jersey City, 322 U. S. 503. 516; Federal Communica¬ 
tions Commission v. Pottsville Broadcasting Co., 309 U. S. 
134, 142; American Toll Bridge Co. v. Railroad Commission, 
307 U. S. 4S6, 494; V. S. ex rel. Delaware & Hudson Railroad 
Corp. v. Interstate Commerce Commission, 60 App. D. C. 267. 
26S-9. 51 F. (2) 429. 430. The United States as an intervener 
is “admitted to the proceeding as it stands, and in respect of 
the pending issues, but is not permitted to enlarge those issues 
or compel an alteration of the nature of the proceeding.” Vin¬ 
son v. Washington Gas Light Co., supra, at page 49S. “As an 
intervenor the United States was limited to the field of liti¬ 
gation open to the original parties.” Columbia Gas & Electric 
Corp. v. American Fuel & Power Co.. 322 U. S. 379, 3S3. 
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The North American Company is not subject to the juris¬ 
diction of the Commission. Neither it nor the Washington 
Railway and Electric Company renders public utility service 
in the District. The railway company is a holding company 
authorized by Congress (47 Stat. 752). Neither company was 
under investigation in the instant proceeding. 

Even if the Commission had undertaken to make an investi¬ 
gation into the legality of the holdings by North American 
Company of stock of Washington Railway and Electric Com¬ 
pany, it would have no power to act. If the North American’s 
holdings in Washington Railway and Electric Company are il¬ 
legal. a remedy is provided whereby the United States by its 
proper officer may bring an action in the District Court to 
remedy such unlawful holdings (37 Stat. 1006). 

In Tennessee Electric Power Co. v. Tennessee Valley Au¬ 
thority, 306 U. S. 118, 144-146, certain evidence was offered to 
prove a conspiracy in an action where relief could have been 
granted if the charges of conspiracy had been proved. The 
Court said examination of certain of the evidence discloses 
that it was properly excluded and that in the other instances, 
“the rejection of that offered constituted, at most, harmless 
error.” Even if the exhibit identified as No. 74 proved all 
that the United States claims it would prove, it was. at most, 
harmless error to reject it. Its receipt in evidence would'not 
have affected the Commission’s findings and the rate reduc¬ 
tion ordered. A regulatory authority properly rejects as ir¬ 
relevant evidence relating to collateral matters. Union Stock 
Yard & Transit Co. v. U. S. f 308 U. S. 213. 223-224. In that 

i 

case Mr. Justice Stone, now Mr. Chief Justice Stone, speaking 
for the Court, said there is a practical limit to which inqjuiry 
into collateral issues may be extended in pursuit of the trivial. 
It would be difficult to find more trivial and more remote and 
irrelevant matters to the issues before the Commission than 
the purported copies of papers proffered in the exhibit iden¬ 
tified as No. 74. j 
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CONCLUSION 

It is respectfully submitted that the petition of appeal of the 
United States has failed to state any facts entitling it to relief 
and that the judgment of the lower court should be affirmed 
and the appeal be dismissed. 

Respectfully submitted. 

Vernon E. West, 

Lloyd B. Harrison, 

Counsel for Public. 
Utilities Commission, 
District Building. 
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APPENDIX 

Paragraph 64 of the Act (37 Stat. 974. 988; as amended, 49 
Stat. 882; section 43-704, D. C. Code, 1940 edition) reads in 
part as follows: 

‘‘Par. 64. That if at any time the commission shall 
be in doubt of the elements of value to be by them i 
considered in arriving at the true valuation under the j 
provisions of this section, they are authorized and ; 
empowered to institute a proceeding in equity in the j 
District Court of the United States for the District of 
Columbia, petitioning said court to instruct them as 
to the element or elements of value to be by them 
considered as aforesaid, and the particular utility un¬ 
der valuation at the time shall be made party defen¬ 
dant in said action. I 

“That any public utility or any other person or cor- ! 
poration affected by any final order or decision of the j 
ccommission may, within thirty days after the publi¬ 
cation thereof, file with the commission an applica- j 
tion in writing requesting a reconsideration of the 
matters involved, and stating specifically the errors j 
claimed as grounds for such reconsideration. No pub¬ 
lic utility, or other person or corporation shall in any 
court urge or rely on any ground not so set forth in 
said application. * * *” 
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JURISDICTION | 

Jurisdiction of the District Court, and also of this Court, is 
conferred by Act of March 4, 1913, 37 Stat. 974, Sec. 8, para- 

(l) j 
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graph 65; District of Columbia Code, 1940, Title 43, Section 
43-705. 1 

On July 22,1944 the Public Utilities Commission of the Dis- 
rict of Columbia (herein called the Commission) issued the rate 
order which is here involved, entitled “Findings and Opinion 
and Order No. 2796” (App. 1^16). 2 Potomac Electric Power 
Co. (herein called Pepco) and the United States of America 
(herein called United States, or Government) filed with the 
Commission—as required by paragraph 64 of the Utilities 
Law—an “Application for Reconsideration” (Pepco, App., 
245; U. S., App., 227, 232). Both Applications were denied 
(Pepco, App. 249; U. S., App., 231, 236). Pepco and the 
United States each seasonably filed a “Petition of Appeal” 
from Order 2796—under paragraph 65 of the Utilities Law— 
in the United States District, Court for the District of Colum¬ 
bia (Pepco, App. 239; U. S., App., p. 47). These petitions of 
appeal were docketed in said Court as Civil Actions 25477 and 
26401, respectively. The District Court, after hearing, denied 
each Petition of Appeal (Pepco, App., p. 261; U. S., App., p. 
221); and filed in each case—as required by paragraph 65—a 
statement of its reasons for its action (Pepco, App. 262; 
U. S., App. 222). Each petitioner appealed to this Court 
(Pepco, App. 265; U. S., App. 225) as authorized by para¬ 
graph 65. 

By the provisions of paragraph 66 of the Utilities Law the 
review in both courts is “limited to questions of law, including 
constitutional questions; and the findings of fact by the Com¬ 
mission shall be conclusive unless it shall appear that such 
findings of the Commission are unreasonable, arbitrary or 
capricious”. 

'The 103 sections constituting the Public Utilities Law of the District of 
Columbia (herein referred to as the Utilities Law) were enacted as 103 
paragraphs of section 8 of the Act of March 4, 1913, and were later codified, 
with amendments, into D. C. Code, 1940, sections 43-101 to 43-1007. For 
the convenience of the Court the Appellant will supply copies of a pamphlet 
containing a reprint of the Public Utilities Law and other related statutes. 
References in this brief, unless otherwise stated, will be to paragraphs of 
the original section 8 as printed in the pamphlet. 

'References herein to Appendix (App.) are to the Joint Api>endlx, unless 
otherwise noted. References to the Appendix of this brief are specifically so 
designated. 
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The right of the United States, as a customer of Pepco, to 
prosecute an appeal from a rate order of the Commission was 
established by the decision of this Court dated September 24, 
1945. 

By a subsequent interlocutory order the Court recalled its 
mandate sending the United States’ appeal back to the District 
Court and ordered it to be heard together with Pepco’s appeal. 

STATEMENT OF CASE 

General Outline — Inter-relation of the Two Appeals 

Since January 1,1925, Pepco’s rates have been regulated un¬ 
der a so-called “sliding scale arrangement,” purporting to be 
authorized by the provisions of paragraph 18 of the Utilities 
Law {Infra, p. 44). Generally speaking the term “sliding 
scale” refers to a form of regulation in which the profit allowed 
to the utility increases or decreases periodically (in this case 
annually) in a stated proportion or relationship to decreases or 
increases, respectively, in rates. 3 

Order No. 2796 (App. 1-46) here appealed from, modifies 
in several most material ways the sliding scale arrangement 
as it existed at the end of 1943 and then proceeds, upon the 
basis of the modified arrangement, to make calculations result¬ 
ing in the order that new rate schedules be promulgated by 
Pepco “which, when applied to kwh consumption during the 
test year 1943, will reduce its gross operating revenues by the 
amount of the rate reduction herein found to be necessary, 
namely, $1,037,189.” (App. 45, 46). J 

The Commission justifies its action 4 —claiming that it has 
retained the “principle” of the arrangement (App. 11)—under 
that part of paragraph 18 of the Utility Law which reads: j 

“Such arrangement shall be under the supervision and 
regulation of the commission. The commission shall 

1 The history of the District of Columbia sliding scale arrangement, includ¬ 
ing a description of the changes in its wording from the original form in 
1925 to the present form, constitutes Appendix B of this brief. 

‘There can be no question that the notice of the hearings covered the 
action taken (App. 1, 2); nor that the issues relating to the proposed changes 
were fully presented and considered (App. 9-10; 15-18; 20-22; 23; 26; 29; 
31; 38; 39-42). 
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ascertain, determine, and order such rates, charges, and 
regulations, and the duration thereof as may be neces¬ 
sary to give effect to such arrangement, but the right 
and power to make such other and further changes in 
rates, charges, and regulations as the commission may 
ascertain and determine to be necessary and reasonable, 
and the right to alter or amend all orders relative there¬ 
to, is reserved and vested in the commission notwith¬ 
standing any such arrangement and mutual agreement.” 

Pepco claims that the changes in the sliding scale arrange¬ 
ment are so sweeping as to amount to a wholly new arrange¬ 
ment; that there can be no sliding scale arrangement under 
paragraph 18 of the Utilities Law except upon mutual agree¬ 
ment of the Utility and the Commission; that the “new” ar¬ 
rangement is unacceptable to Pepco and therefore now rejected 
by it 5 ; and that since there is consequently no sliding scale 
arrangement the rate order based on the purported new ar¬ 
rangement is void and that rates can only be changed after a 
wholly new valuation proceeding which must be based at least 
in part on a new investigation of the reproduction value of 
Pepco’s plant (App. 242, 243, 246. 267. 268). Assuming, argu¬ 
endo, that the modifications were within the Commission’s 
power even in the absence of Pepco’s assent, or assuming that 
Order No. 2796 is to be evaluated in the light of the Commis¬ 
sion’s statutory powers in the absence of a sliding scale arrange¬ 
ment, Pepco presses objections to various details of the find¬ 
ings (App. 243, 244, 247) which will be discussed below, and 
claims that the ordered reduction is so great as to be confis¬ 
catory (App. 244, 248). 

The United States’ criticism of Order No. 2796 is wholly 
confined to legal questions involving the construction of cer¬ 
tain sections of the Utilities Law and broad basic issues of pub¬ 
lic utility rate regulation. We have no quarrel witnjfasic find¬ 
ings of fact in the Commission’s report. They amply support 

“Pepco did not reject the sliding scale agreement during the hearings, but 
merely threatened to do so if the Commission reached results it did not like 
(App. 10). The District Court found that Pepco had not in fact abrogated 
the agreement; that the Commission had authority to modify it as it did; 
and that it is in effect as modified (App. 203. 2(H). 
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modifications and rate reductions to the extent ordered—with or 
without a sliding scale arrangement. On the other hand we be¬ 
lieve that the sliding scale as heretofore worded and as ad¬ 
ministered has always been illegal because violative of rate 
making law as declared by the Supreme Court and various 
provisions of the Utilities Law; that the present modifications 
fail to correct the illegal features of the arrangement; with the 
final result that the ordered reduction is insufficient and the or¬ 
dered rates will be unjustly and unreasonably high and there¬ 
fore “unlawful” under the provisions of paragraph 2 of the 
Utilities Law. 

It will be seen, therefore, that the appeals are closely inter¬ 
related—each involving questions as to the nature of the slid¬ 
ing scale arrangement, the powers of the Commission in rela¬ 
tion thereto, and questions as to the proper rate level under the 
agreement or^part from it. I 

We now turn to a statement of the facts essential to an un¬ 
derstanding and determination of these questions. 

Statement of Material Factual Details 

Pepco is the result of a consolidation of competing electric 
light and power companies in the District of Columbia (App. 
335). It was incorporated in 1896 (App. 608). By 1902 it had 
absorbed the Potomac Light and Power Company and the 
United States Electric Light Company (App. 335); and since 
that date has enjoyed a monopoly of the electric light and power 
business in the District of Columbia (App. 335). 

All the stock of Pepco has always been owned by Washing¬ 
ton Railway and Electric Company (herein called Wreco) 
(App. 274, 290, 319, 336, 591, 619), which is a public utility 
holding company of the District of Columbia (App. 608). 

Wreco in turn is controlled by North American Company 
(herein called North American) (App. 336, 345, 353, 622-630). 
It is a New Jersey corporation and is a “foreign holding corpo¬ 
ration” within the meaning of those words in the “Anti-Merger 
Law”“ The details of North American’s acquisition of Wreco 

‘ See Appendix A of this brief, p. 45. 

68240S—4(>-2 ! 
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and Pepco stock are stated in Exhibit 74 (App. 608-639), the 
exclusion of which by the Commission is one of the errors as¬ 
signed by the United States in this present appeal. This ex¬ 
hibit shows that the stock control of Wreco and Pepco began in 
1922 (App. 609); that it was supplemented and implemented 
by control through interlocking directorates and common coun-. 
sel (App. 622 et seq.). The ownership of Wreco’s stock by 
North American was clandestine, and through dummies and 
agents (App. 609-614 ; 624, 626, 635-6) from 1922, until the 
passage of the Act of March 4, 1925 ; 43 Stat. 1265 7 , which 
North American claims, and we deny, legalized its holdings of 
Wreco (App. 609-614, 625). North American has been seek¬ 
ing S. E. C. approval of a plan of reorganization of Wreco and 
Pepco, one effect of which would be to distribute through for¬ 
mal capitalization Pepco’s surplus of approximately $29,000,- 
000. (See Ex. 74, Record pp. 893-1005.) The propriety of 
capitalizing this surplus is one of the principal issues in this 
appeal. 

Pepco’s capitalization at the present time is $40,000,000 
of first mortgage bonds, $7,000,000 of preferred stock, and 
$9,000,000 of common stock. 

The total of $40,000,000 of bonds is the sum of seven issues 
between 1936 and 1942. The maturities are from 1966 to 1977 
(App., pp. 33, 298). The effective interest rate on the bonds 
was found by the Commission in the present hearings to be 
3.008%, representing an annual cost of $1,250,713 (App. 38). 

The $7,000,000 of preferred stock is the sum of a 6% issue 
in 1925 and a 5*4% issue in 1927 (App. 34). The Commission 
found that the annual cost of preferred stock is 5.862% repre¬ 
senting $395,000 a year (App. 28); but that the preferred stock 
could practicably be refunded at a net cost of 5%, which it 
therefore adopted as to cost of servicing the preferred stock 
(App. 34,38). 

$255,000 of common stock (par value $100 a share) was 
issued at the time of the organization of Pepco in 1896 (App. 
592, 604). In the next three years there was issued to Wreco 
an additional $495,000 of common stock and $250,000 preferred 
(App. 592, 604). (In 1925 this preferred was converted into 


: See Appendix B of this brief, p. 48. 
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an equivalent amount of common (App. 347, 590, 619) and it 
is therefore treated herein as common stock.) The absorption 
of the United States Electric Light Company in 1902 was 
accomplished by an issue of $3,250,000 of common to Wreco, 
and in the same year there was a further issue to Wrecb of 
$750,000 of common (App. 592). In 1912 Pepco issued to 
Wreco $1,000,000 of common in consideration of an agreement 
to convey an undivided interest in the undeveloped Great Falls 
power site owned by Wreco (App. 592). In June 1942, 
$3,000,000 of common was issued to Wreco for cash at par 
(App. 592) bringing the total outstanding common to $9,000,- 
000 which is the figure at the present time. 

In May 1917, by P. U. C. Order No. 208, the Commission 
found that the interest in the Great Falls power site did not 
represent operating property (App. 35, 402-405, 487); and this 
amount has since been carried in a non-operating property ac¬ 
count (App. 35). In the same order the Commission declared 
that $2,735,000 of the $5,000,000 of stock issued by the end of 
1902 did not represent cash, property or services received by 
Pepco, but was issued in part for purported services and in 
part as a payment for the. absorbed companies in excess of their 
cost, and represented intercompany profits (App. 402-5). It 
was later determined that an additional $20,000 fell into the 
same category. The sum of these items, $2,755,000, was 
charged to surplus by order of the Commission (App. 404). 
It thus appears that from 1902 to June 1942 only $2,245,000 
of the $6,000,000 of common then outstanding, and from June 
1942 to date only $5,245,000 of the $9,000,000 of common now 
outstanding, represented an investment which went into operat¬ 
ing property (App. 49 and 210). In other words of the 
$9,000,000 of common, $3,755,000 was water (App. 404, 447- 
450). 

Pepco came under regulation by the Commission upon pas¬ 
sage of the Utility Law of March 4,1913. 

On May 2, 1917 the Commission issued its Order No. 208 
fixing the “fair value” of Pepco’s property as of December 31, 
1916 (App. 3). Pepco brought a bill in equity for an injunction 
in the Supreme Court of the District; Equity Case No. 35,336. 
On July 13, 1917, by its order No. 223, the Commission fixed 
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7% of this fair value as a reasonable rate of return and ordered 
a reduction in rates designed to limit income to that amount 
(App. 3). Pepco filed a second bill in equity for an injunction; 
Equity Case No. 35,341. The Supreme Court of the District 
upheld the valuation in 1920; the Court of Appeals reversed on 
November 7, 1921, 8 and on April 9, 1923 the United States 
Supreme Court remanded the case because of lack of jurisdic¬ 
tion under the statute as then worded. 0 Negotiations which 
followed culminated in the entry of the so-called “consent de¬ 
cree' 7 of December 31, 1924 which contains the original sliding 
scale agreement. The decree is printed in full at pages 57 to 64 
of the Appendix. 

Outstanding features of the consent decree are: 

1. It went far beyond the issues presented by the pleadings 
in the two cases. 

2. It established a rate base as of January 1. 1925, at “a figure 
deemed fair and just by the parties 77 ($32,500,000), (App. 58) 
and provided for annual increases equal to the “actual cost of 
future additions undepreciated but weighted' 7 (App. 58-9). 

3. It fixed an amount for depreciation reserve as of January 
1, 1925 ($4,000,000); provided for annual additions thereto, as 
an expense of operation, at stated percentages of the then cur¬ 
rent rate base, which additions varied according to the ratio 
of the reserve to the then current rate base, with a top limit of 
the reserve of 20% of the base; and called for the accrual to the 
reserve each year, as a credit against the annual additions 
chargeable to expense, of 4% of the amount of the reserve. 

4. It called for annual adjustments of rate schedules down¬ 
ward or upward to levels designed to yield Pepco not less on 
the average than 7%% of the undepreciated rate base existing 
at the beginning of each year. This provision reads as follows: 

“4. If the rates hereafter yield more than a 7 1 / 4 per¬ 
cent return on $32,500,000, plus actual cost of future ad¬ 
ditions undepreciated but weighted, during a period of 
any one year, one-half of said excess shall be used in a 
reduction of rates to be charged the public for electric 


" Potomac Klee. Pier. Co. v. P. U. C.. 51 App. D. C. 77; 276 Fed. 32. 
* Sub. nom. Keller ct al. v. Potomac Elcc. Pier. Co., 261 U. S. 42S. 
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service thereafter, thereby providing a sliding scale of 
rates under provisions of paragraph 18 of the Act creat¬ 
ing the Public Utilities Commission, advantageous to 
the public and company alike; that is to say, by way of 
example, if the return for any one year should amount to* 
$100,000 over and above 7*4 percent on the base ascer¬ 
tained as aforesaid then the rates for the succeeding year 
to be charged the public shall be automatically reduced 
by the filing of new rate schedules to absorb $50,000 of 
such excess during such year. 

“5. If the average return for any consecutive 5-year 
period falls below 714 percent on the base ascertained 
as aforesaid, or if the average return for any consecutive 
3-year period falls below 7 percent on the base ascer¬ 
tained as aforesaid, or if the average return for any con¬ 
secutive 12-month period falls below 6*4 percent on the 
base ascertained as aforesaid, the commission shall 
promptly increase rates so as to yield 7*4 percent on: the 
base ascertained as aforesaid.” 10 

5. Downward adjustments are keyed in to the establishment 
of actual rate levels which will “absorb” the prescribed excess 
over the “7-14% return”—not to a reduction of Pepco’s gross 
income. Similarly, upward revisions are to be such “as to yield 
7 3 /4% on the base.” 10 

6. The decree does not relate rates to dividends as in; the 
“Boston sliding scale” referred to in paragraph 18 of the Utility 
Law. 

In administering the sliding scale agreement from January 1, 
1925 to December 31, 1943, the Commission regularly included 
in the rate base not only new additions to plant but also an al¬ 
lowance for working capital, consisting of one-eighth of operat¬ 
ing expenses after deducting depreciation, taxes and uncol¬ 
lectible bills, and also an allowance for materials and supplies, 
which for the first eight years was the balance in the materials 

,0 The wording of this part of the sliding scale agreement has been changed 
several times. The language used, and the Commission’s construction of 
it, are so important to the legal questions here presented that the Court is 
referred to Appendix B of this brief where the history and wording o|f all 
changes are stated. 
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and supplies account at the end of the year, and subsequent 
to January 1, 1934 was the average of the monthly balance 
in the materials and supplies account (App. 12). The Com¬ 
mission always applied reductions to gross revenues; never to 
Pepco’s net return (App. 41). It never attempted to recapture 
any portion of the excess earnings, leaving them always in the 
hands of Pepco in addition to the prescribed return on the rate 
base, and merely used 50% of the excess as the measure of the 
rate reduction for the next year. (App. 7). 

Notwithstanding rate reductions each year (App. 6) and 
three reductions in the basic rate of return (App. 7) Pepco in 
the nineteen years from January 1, 1925 to December 31, 1943 
received $21,714,632.24 in excess of the basic return, an average 
of $1,142,S75.38 a year (see Table I infra). 

Table I 


Year 

Basic rate of 
return (percent 
of rate base) 

Actual rate of 
return (percent 
of rate base) 

Exoess earnings 

1025...- 

7.50 

9. 59 

$702,776.92 

1026.. 

7.50 

9.72 

800,587.68 

1027. 

7.50 

0.22 

698,500.46 

1928.-. 

7.50 

10.28 

1,220,990.49 

1929... 

7.50 

10.34 

1,360,837.29 

1030.-__ 

7.50 

10.71 

1.583,624.05 

1031. 

7.00 

0.56 

1,409,482 20 

1032. 

7.00 

8.80 

1,059.341.91 

1933... 

7.00 

8.23 

757.837.90 

1934.. 

7.00 

7.45 

295,001.15 

1035. 

6.50 

7.42 

620,721.67 

1936.-.. 

6.50 

7.91 

986.152 53 

1937.. 

6.00 

7.05 

1,436,458.52 

1938. 

6.00 

7.02 

788,170.72 

1939.. 

6.00 

7.39 

1,127,079.79 

1940... 

6.00 

6.79 

674,008.63 

1941. 

6.00 

5.99 

(12006.01) 

1942.. 

6.00 

6.62 

620,819.59 

1943. 

6.00 

1 6.73 

« 781,148.00 




ik/r/r* 5~3?. 

Total. 




Average ... 


8.30 

-VI42, 




<2 o^oio. 7 


i Sec Appendix 12, Scb. 1. 


From January 1, 1925 to December 31, 1943 Pepco’s net in¬ 
come available for common stock ranged for each year from 
42.07% to 75.14% (an average of 59.99%) of the par value of 
all its outstanding stock, and ranged from 72.19% to 200.0% 
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(an average of 156.06$) of the total money and property 
actually invested in common stock. (See Table II, infra.) 

Annual dividends actually paid in each of the years lj925 
to 1943, inclusive, ranged from 14% to 65% (an average of 
38.31%) of the par value of all Pepco’s outstanding common 
stock, and ranged from 37.41% to 173.71% (an average of 
99.16%) of the total money and property actually invested in 
common stock. (See Table II, infra.) 


Table II 


Year 

• 

Common- 
stock equity • 
(weighted) 
(stock and 
surplus) 

Income 
available 
for common 
stock 

Common- 
stock divi¬ 
dends 

Percent of earnings on— 

Percent of dividends on— 

Com¬ 

mon- 

stock 

equity 

Par 
value 1 

Invest¬ 
ment 1 

■ Com¬ 
mon- 
stock 
equity 

Par 
value * 

Invest¬ 
ment * 

1925 

$8,126,886.45 

$2,598,289.50 


31.97 


115 

10.34 

14.00 

; 37.41 

1926 




27.88 

46.67 

124 

9.56 

16.00 

j 42.76 

1927 



1,080,000.00 

24.93 

49.67 

132 


18.00 

4a io 

1928 



1,200,000.00 

25.11 

58.45 

156 

8.59 

20.00 

i 53.45 

1929 



1,320,000.00 

23.66 

64.99 

173 

8.01 

22.00 

5a 79 

1930 



1,440,000.00 


72.87 

194 

7.27 

24.00 

1 64.14 

*•' 1 



1,560,000.00 



187 

6.68 

26.00 

69.48 

133 



1,680,000.00 

15.80 

68.34 

182 

6.47 

28.00 

: 74.83 

1933 



1,800,000.00 

14.08 

66.61 

178 

6.34 

30.00 

80.17 

1934 



2,280,000.00 

11.90 


162 

7.46 

38.00 

101.55 

1935 






161 

7.99 

42.50 

ilia 58 

1936 




12.32 

68.23 

182 


60.00 

160.35 

1937 




13.28 

75.14 


11.49 

65.00 

173.71 

1938 





61.84 

165 


65.00 

173. n 

1939 




11.22 

64.19 

171 

11.36 

65.00 

il73.71 

1940 





59.59 

159 


59.00 

157.68 

1941 





59.33 

158 


59.00 

1157.68 

1942 




9.89 

47.35 

94 

8.65 


0 82.91 

1943 




9.94 


72.19 

8.27 

35.00 

*60.00 

Total. 



6 16.58 

•59.99 

«156.06 

•8.96 

•38.31 

•99.16 


1 The figures in this column, except in 1943, are taken from Ex. 2, Sch. 1, col. 6, (app. 527). The 1943 
figure is derived from the Sept. 30, 1943, figure (Ex. 27, Sch. 1, app. 5S6, and App. 35 and 38} with 
appropriate adjustments to Dec. 31, 

• $6,000,000 from 1925 through June 1942 and $9,000,000 from July 1942 through Dec. 31, 1943. (See 
p. 7 supra). Figures in this column taken from App. 270. 

• $2,245,000 from 1925 through June 1942 and $5,245,000 from July 1942 through Dec. 31, 1943. (Soo 
p. 7 supra). Figures in this col umn taken from App. 279. 

< Based on an average of $7,500,000 par value for the year 1942. 

• Based on an average investment of $3,745,000 for the year 1942. 

• Ex. 73, App. 606. j 

7 App. 486. 

• Average. i 

The income represented by the depreciation reserve has been 
indiscriminately mingled with the other monies of Pepco, and 
all invested in plant and equipment (App. 495). 
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Net income not disbursed as dividends has been carried in 
the surplus account and indiscriminately mingled with the 
other monies of Pepco, and all invested in plant and equipment 
(App. 487). As of December 31, 1943 the surplus stood on 
Pepco’s books at §29,443,544 (App. 38). 

P. U. C. Order 2796—the order here under attack—made • 
various changes in the sliding scale arrangement, and other ma¬ 
terial adjustments, as follows: 

1. It adopted a depreciated rate base in place of the former 
mechanism of an undepreciated rate base with 4% accruals of 
interest to the depreciation reserve (App. 22, 42). 

2. It fixed the gross rate base at a figure representing origi¬ 
nal cost (App. 18-21); and in doing so eliminated a difference 
of $5,581,713.76 between Pepco’s actual book cost of property 
retired from use since January 1,1925 and the valuations placed 
thereon in the consent decree rate base (App. 19). 

3. It eliminated from the rate base any allowance for work¬ 
ing capital, finding that the lag in payment of expenses and 
taxes exceeds the lag in collection of revenue by approximately 
$350,000 (App. 20). 

4. It adopted as the figure to be deducted from the gross rate 
base as depreciation the amount in the depreciation reserve as 
of December 31, 1943—in the face of evidence from various 
witnesses including Pepco’s witnesses that the figure was too 
low (App. 24, 25)—on the ground that Pepco had been pre¬ 
vented by the sliding scale limitations from building up a larger 
reserve and that it would be unwise or inequitable to establish 
a higher figure under such circumstances (App. 24. 26). 11 

5. It adopted as the amount of 1943 depreciation the lowest 
of the figures given by two expert witnesses employed by the 
Commission, (who differed only by $3,000 (App. 27)), which 
was only $67,000 below the amount recommended by Pepco’s 
expert (App. 27). 

6. In place of the sliding scale provisions for annual charges 
for depreciation (which were limited to fixed percentages of 

“The book figure adopted by the Commission was S17.SS4.120.4S (App. 
20. 42). The figure characterized by the Commission as based on proper 
principles, and which it would have adopted except for the considerations 
referred to in the text was S2.700.000 higher (App. 24. 20). 
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the total rate base, which included intangible and nonoperat¬ 
ing and nondepreciable property (App. 12, 35, 38)), it adopted 
a rate of charge based on the estimated average sendee 
lives of various classes and groups of depreciable property 
(App. 26, 29). ! 

7. It adopted the cost-of-capital method of determining the 
basic rate of return (App. 31). In determining the cost of 
capital it adopted 8% as the cost of equity capital, which was 
higher than the earnings-price and dividend-price ratios of 
comparable companies (App. 36, 37). Finding that the over¬ 
all cost of capital was 5.319% it reduced the basic rate of return 
to 5.50% (App. 38) which as the Commission points: out 
amounts to an allowed basic return of 5.82% (App. 40).: 

8. In place of the prior practice of applying rate reductions 
to gross operating revenues, the Commission modified the slid¬ 
ing scale arrangement in such manner that reductions will be 
reflected in net operating income upon giving proper recog¬ 
nition of income to tax savings (App. 41). 

9. A pro forma calculation of net income on the basis of 
the changes and figures adopted shows a return to Pepdo of 
8.91% on its common stock equity, including its $29,443,544 
surplus (App. 43). 

In its calculations the Commission treated the common 
stock as amounting to $8,000,000 (total issued, less $1,000,000 
issued for contract rights in the undeveloped Great Falls power 
site) and treated the surplus as $29,443,544, and the common 
stock equity as the sum of these items, namely, $37,440,115 
(App. 38). In the face of the contention of the United States 
that all, or at least part, of the surplus should be excluded from 
the rate base, and from the common stock equity in computing 
the cost of capital, the Commission ruled that: 

“The elimination of earned surplus or undistributed 
earnings from invested capital finds no support in reason 
or law. On the contrary, it is universally recognized by 
both courts and regulatory authorities that undistrib¬ 
uted earnings invested in the assets of a corporation 
are just as much a part of invested capital as are the 
dollars obtained from the sale of securities.” (App. 
15.16). 

i 
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The Commission excluded Exhibit 74, and an accompanying 
offer of proof (App. 502-518, 521) presented by the United 
States for the purpose of showing that North American’s own¬ 
ership of Wreco stock was illegal and that its control of Pepco 
was part of an illegal conspiracy to build up, through unlawful 
and excessive earnings, a large surplus which was to be capital¬ 
ized and distributed for the benefit of North American, which 
proof was said to be relevant to the proper order to be made by 
the Commission with respect to the surplus and the rate of 
return. 

A dissenting opinion, which substantially supports the posi¬ 
tion of the United States in its appeal, was filed by Commis¬ 
sioner Gregory Hankin. It is printed at App., pp. 66-209. 

STATUTES 

Because of the number and length of the sections of the 
Utility Law and other statutes which should be exactly pre¬ 
sented, they are, in accordance with Rule 17 (c) (5) of this 
Court, set out in Appendix A of this brief. 

STATEMENT OF POINTS 

1. The provisions of the sliding scale arrangement with 
respect to depreciation, and the action of the Commission with 
respect to depreciation, up to Order 2796, were unlawful. The 
result was an unlawful enhancement of Pepco’s surplus. The 
District Court erred in refusing to exclude from the rate base 
and from equity capital, or in not adding to the depreciation 
reserve, that portion of the surplus resulting from these un¬ 
lawful practices. 

2. Since January 1, 1925, Pepco’s rates have been unjustly 
and unreasonably high and unlawful. They cannot be justi¬ 
fied by the sliding scale arrangement, because it was not 
authorized by paragraph 18 of the Utility Law and has been 
unlawfully administered. The unlawful rates have resulted 
in an unlawful surplus. The District Court erred in not re¬ 
versing Order 2796 because of the refusal of the Commission to 
consider the propriety of excluding from the rate base and 
from equity capital any part of the surplus derived from 
unlawful rates. 
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3. The District Court erred in not ruling that the Commis¬ 
sion should have admitted Exhibit 74. j ' 

4. Pepco’s appeal should be dismissed since it is clear that 
all the modifications of the sliding scale arrangement made by 
Order 2796 were amply justified, and the end result is in no 
way unfair to Pepco. It is immaterial for the purposes of 
Pepco’s appeal whether the sliding scale arrangement be held 
to be in effect or to be nonexistent because of Pepco’s laek of 
assent to Order 2796, since the result can be supported under 
the Utility Law and on established principles of rate making 
law apart from a sliding scale arrangement. 

5. Form of mandate to be issued. 

SU MMAR Y OF ARGUMENT 


Pepco’s appeal should be dismissed because the modifications 
in rate making procedure established by Order 2796, and the 
ordered reduction in rates, were amply justified by the Com¬ 
mission’s basic findings of fact. These findings are not un¬ 
reasonable, arbitrary or capricious and are therefore binding. 

The Commission claims that Order 2796 is but a modification 
of the “sliding scale agreement,” established under paragraph 
18 of the Utility Law, under which Pepco’s rates have been 
worked out since January 1, 1925; and that the changes dp not 
go beyond the powers of amendment of such arrangements ex¬ 
pressly reserved to the Commission in paragraph 18. Pepco 
claims not only that the modifications go beyond such reserved 
power, but that it has an unrestricted right to withdraw from 
the sliding scale arrangement at any time and that it does so 
now. It is immaterial which, if either, of these positions is 
sound. The end result is not dependent on its being justifiable 
as a proper amendment of the sliding scale arrangement It 
could equally well have been reached apart from the arrange¬ 
ment, and is so fair to Pepco that it has no basis for reversal in 
the light of modern rate making law which frees utility commis¬ 
sions from the necessity of following any particular technique 
of rate determination, and requires only that the end result be 
fair and just according to current tests—which is the case here. 

The complaint of the United States in its appeal is not of the 
basic findings of fact but rather that the Commission commit¬ 
ted errors of law so serious as to require that Order 2796 be re- 
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versed. The sliding scale arrangement was unlawful in its 
inception, and has also always been unlawful in its administra¬ 
tion. The Commission has never observed the mandate of 
the Utility Law’ as to depreciation reserve. The result of these 
legal errors has been that rates have continuously been unrea¬ 
sonably and unjustly high and unlawful, resulting in turn in a 
surplus which is also unlawful. 

Pepco’s surplus is made up from customer contributions con¬ 
stituting that part of the rates which w’as in excess of what 
Pepco was entitled to. That portion of the surplus which re¬ 
sulted from such involuntary rate-payer contributions as w’ere 
actually unlawful should clearly be excluded from the rate 
base and from equity capital. The surplus would have to be 
excluded in its entirety under the rationale of recent Supreme 
Court decisions which hold that a public utility is not entitled 
to a return on all the property devoted to the public service— 
and surely not on property contributed by rate payers—and 
limit the utility’s return to what is necessary to meet operating 
expenses, interest, taxes, preferred dividends and a reasonable 
return on the amount actually invested in common stock. 

The Commission erred in ruling that no part of Pepco’s sur¬ 
plus could be excluded from either the rate base or the equity 
capital, and in refusing to transfer from surplus to depreciation 
reserve any part of the amount by which the surplus has been 
enhanced by unlawful depreciation practices. 

ARGUMENT 

I 

The provisions of the sliding scale arrangement with respect 
to depreciation, and the action of the commission with re¬ 
spect to depreciation, up to order 2796, were unlawful. The 
result was an unlawful enhancement of Pepco’s surplus. 
The District Court erred in refusing to exclude from the 
rate base and from equity capital, or in not adding to the 
depreciation reserve, that portion of the surplus resulting 
from these unlawful practices. 

Depreciation is an inevitable physical and economic fact. 
The rate payers must provide for it as a charge of operation; 
but that is the limit of their obligation. Louisiana R. R. Com. 



17 


v. Cumberland Telephone Co., 212 U. S. 414, 424; Lindheimer 
v. Illinois Bell Telephone Co., 292 U. S. 151,169; Federal Power 
Commission v. Natural Gas Pipeline Co., 315 U. S. 575, 595-6. 
In the Cumberland Telephone Co., case the Court said, at 
p. 424: 

“* * * It was obligatory upon the complainant to 
show that no part of the money raised to pay for depre¬ 
ciation was added to capital, upon which a return was to 
be made to stockholders in the way of dividends for the 
future. It cannot be left to conjecture, but the burden 
rests with the complainant to show it. It certainly 
was not proper for the complainant to take the money, or 
any portion of it, which it received as a result of the fates 
under which it was operating, and so to use it, or any 
part of it, as to permit the company to add it to its 
capital account, upon which it was paying dividends to 
shareholders. * * * That it was right to raise more 

money to pay for depreciation than was actually dis¬ 
bursed for the particular year there can be no doubt, 
for a reserve is necessary in any business of this kind, 
and so it might accumulate, but to raise more than 
enough for the purpose and place the balance to the 
credit of capital upon which to pay dividends cannot be 
proper treatment. * * * ” 

! 

and in the Lindheimer case the court said at page 169: 

“ * * * But if the amounts charged to operating 

expenses and credited to the account for depreciation 
reserve are excessive, to that extent subscribers for tele¬ 
phone service are required to provide, in effect, capi¬ 
tal contributions, not to make good losses incurred by 
the utility in the service rendered and thus to keep its 
investment unimpaired, but to secure additional plant 
and equipment upon which the utility expects a 
return” lla 

If the annual charges for depreciation are segregated from 

other monies and placed in a separate fund, or if rates arb cal- 

— 

m Followed in F. P. C. v. Hope Gas Co.. 320 U. S. 591, 600; F. P. C. v. Nat¬ 
ural Gas Pipeline Co., 315 U. S. 575, 5792. 
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culated on a depreciated actual cost rate base, questions arise 
which are not present in this case, since Pepco’s depreciation 
reserve was indiscriminately mingled with other monies and 
all invested in plant (App. 495). 

Where—as was the case under the sliding scale arrangement 
until the present order—rates are calculated on an undepreci¬ 
ated rate base at the same time that the depreciation reserve is 
invested in plant which is treated as part of that base, it is 
obvious that there will be an unjust enrichment of the stock¬ 
holders, or unlawful increments to surplus, unless the depre¬ 
ciation reserve be credited with at least the basic rate of return, 
or as we believe, the actual rate of return to equity capital. 
The point was specifically before the court in the Natural Gas 
Pipe Line case supra where the Supreme Court held that the 
utility could not complain of an order accruing interest to de¬ 
preciation reserve at the basic rate allowed by the order. See 
pp. 595-6 of the opinion. 12 

The provisions of the Utility Law as to depreciation (Par. 
16, p. 43, infra) are completely consistent with these basic 
principles. 13 We believe that they are binding on the Commis¬ 
sion as well as on Pepco; and that a sliding scale arrangement 
which violates them is therefore unlawful and moreover spe¬ 
cifically fails of meeting the statutory condition of paragraph 
18 that it shall be “advantageous to the parties interested.” 

• “ The position taken by the Commission (App. 15, note 3) that the Supreme 
Court in Vinson v. Washington Gas Light Co., 321 U. S. 4S9. specifically re¬ 
jected the position that interest should be accrued to depreciation reserve 
according to the actual rate of earnings thereon is based on a misinterpre¬ 
tation of that opinion. The ratio decidendi of the case is that the petitioner 
was in error in contending that he was entitled to a hearing on certain par¬ 
ticular issues. See pp. 41)5-.">00. The Court then went beyond what was 
necessary to its decision and pointed out that the petitioner had in fact 
had a hearing of those very issues; and in this discussion said, at p. 500, 
“The Administrator urged that the straight-line method of depreciation 
embodied in the sinking fund plan must be discarded in favor of a sinking 
fund method under the force of decisions of this Court, a position unsup¬ 
ported by our cases.” This quoted sentence is not even a dictum in support 
of the Commission’s interpretation. It is no more than a statement that the 
decisions do not require utility commissions to follow any particular theory 
of depreciation to the exclusion of all others. 

“That Congress had in mind and approved the correct basic concepts of 
depreciation reserve is clear from the following excerpts from the debates, 
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That the sliding scale arrangement as to depreciation vio¬ 
lated basic principles and the statutory mandates above set 
forth is clear from a mere enumeration of the following of its 
characteristics: 

(a) Annual accruals were a percentage of the total rate: base, 
which included working capital and other non-depreciable 

followed by its adoption of Par. 16, Feb. 7, 1912, Vol. 48 Cong. Rec., Part 2, 

p. 1802: 

“Mr. Cummins. Mr. President, I should like to ask the Senator in 
charge of the bill a question with regard to the section just read'. It is 
provided, first that— 

“All moneys in this fund may be expended in new constructions, 
extensions, or additions to the property of such public utility, or 
invested, and, if invested, the income from the investmentjS shall 

also be carried in the depreciation fund. 

. 

Does the Senator from New Hampshire contemplate that theije shall 
be rates and charges for the public service sufficient to accumulate a 
depreciation fund that will enable the company to build new lines or 
to add to its existing lines, and in that way supply a capital Recount 
instead of a depreciation account? 

“Mr. GAtxinger. * * * I do not think there is any thought that 
they are going to accumulate a great fund and in that way build new 
lines of railroad or new gas pipes * * *. 

“Mr. Cummins. • * * I do not believe that the rates of railway 

companies, or of street railway companies, or of gas companies, or of 
electric light companies ought to be high enough to provide a fund that 
will enable those companies to enlarge their property. For ifistance, 
let us assume that a street railway company in Washington begips with 
a capital of $1,000,000. The city grows and it becomes necessary 
to double the capacity of the company. It has always seemed to me 
very unjust and unfair that the people of the District, in this instance, 
should be compelled to pay a rate of charge that would “accumulate 
another million dollars, in addition to paying the expense of mainte¬ 
nance and repair in order that the company might thus increase its 
facilities. When that is done, then the company again begins to earn 
an income upon the million dollars accumulated at the expense of those 
who have used the service in excess of a fair charge for the service. 
In effect it gives the company the opportunity to make the people of 
the District of Columbia contribute the capital of the company to enable 
the company to thereafter earn interest upon that capital, which is not 
distributed among the people of the District of Columbia, but is paid 
in the way of dividends to those who may be the owners of the capital 
stock. * * * It has been very common in the United States for 

the railways to charge a rate for their services that would accumulate 
a surplus used by the companies in the extension of their property. 
When so used it is capitalized, and then the people to whom thej service 
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property (App. 12, 35, 58). Cf. the Lindheimer case, su-pra, 
(292 U. S. 151, 167) and the Pipeline case, supra, (315 U. S. 
575,592). 

(b) The annual accruals varied according to the size of the 
reserve with reference to the total rate base, and so failed of 
being the amounts realistically needed to maintain the prop¬ 
erty. 

(c) The money paid into the reserve was channeled into plant 
and equipment constituting the rate base on which the com¬ 
pany earned a high return but on which it paid the reserve 
only 4%; thus granting to the company a virtual unearned 
increment at the expense of the rate payers. 

A calculation of the consequences of these unlawful prac¬ 
tices—involving as it would a reconstruction of many items and 
the making of various assumptions as to proper Commission de¬ 
cisions under the assumed circumstances—would be extremely 
difficult; and is not the function of this Court. It is a simple 
matter however to demonstrate the amount by which the exist¬ 
ing surplus has been enhanced by the failure to credit the re¬ 
serve with more than 4%; and we have done so in Tables III 
and IV injra, where we show’ these figures on the assumption 
that the credit should have been at the allowed basic rate of 
return and also on the assumption that it should have been at 
the rate of the actually earned return. 14 

is rendered are asked to pay a sum that will return a reward or an 
interest upon the very capital which they themselves have contributed 
in undue or excessive charges. * • * W’henever a public utility 

company in the District of Columbia or anywhere else desires to increase 
its capital, the capital should be drawn from an independent source, 
and when invested in the property the company is entitled to earn a 
fair reward upon it. But for the Congress of the United States to 
solemnly declare that a street railway company or a gas company or 
an electric light company in the District of Columbia may charge rates 
that will enable these companies to gather together the capital which 
they may find it provident and necessary to use in their extensions and 
enlargements would, it seems to me, be in defiance of the fundamental 
rules which ought to govern the construction and the operation of such 
enterprises.” 

u The figures in Tables III and IV are taken from Exhibit 51. This exhibit 
was inadvertently omitted from the Joint Appendix. It appears at pp. 788, 
789 of the record on appeal. 
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Table III 


amount by which pkpco’s surplus has been enhanced as a result of 

CREDITING DEPRECIATION RESERVE WITH INTEREST AT ONLY 4% IAS REQUIRED 
BY SLIDING SCALE ARRANGEMENT) K-VlTHt TUAN INTEREST AT THE ALLOWED 
BASIC RATE OK RETURN 


(1) 

Year 

(2) 

Allowed 
basic 
rate of 
return 

Interest on 
res* 

(3) 

Calculated 
at the 
allowed 
basic rate 
of return 

depreciation 

‘rve 

(4) 

Actually 
credited 
at 4% 

(5) 

Annual 
deficiencies 
in interest 
credit (col. 

3 minus 
col. 4) 

(0) 

Interest for 
the year, at 
allowed basic 
rate of return, 
on the sum of 
the deficiencies 
of prior years 
and interest 
thereon * 

(4 

1 

Pro forma 
amount of 
total credit to 
depreciation 
reserve if 
interest had 
been com¬ 
puted at 
allowed! basic 
rate of return 
(col. 3+teol. 0) 

1925.. 

7.5 % 

$323,043.56 

$172,289.90 

$150,753. 6G 

0 

1 

$321iL 043.56 

1926... 

7.5 

376,870.71 

200,997.71 

175,873.00 

$11,306.52 

388,177.23 

1927. 

7.5 

428,422.54 

22S, 492.02 

199,930.52 

25,344.99 

453,767.53 

1928. 

7.5 

487,480.85 

259,989.79 

227,491.00 

42,240. 65 

529; 721.50 

1929. 

7.5 

549,525.49 

293,080. 26 

256.445. 23 

62.470. 53 

611)990.02 

1930 . 

7.5 

612,834. 75 

326,845.20 

285.989.55 

86.389. 21 

699| 223 96 

1931.. 

7.0 

630,852.78 

300,487.30 

270,365.48 

106.696.44 

7371549. 22 

1932. 

7.0 

680,762. 25 

392,435.57 

294.326.68 

133,090.78 

$19)85303 

1933. 

7.0 

745,427.71 

425,958.69 

319,469.02 

163,010.00 

90.8,437.71 

1934. 

7.0 

703,078.28 

401,759.02 

301,319.20 

190,783. 53 

899; 861.81 

1935. 

0.5 

709,752. 77 

436,770.94 

272.981.83 

215,104. 25 

924J 857.02 

1930. 

6.5 

765,857.42 

471,2%. 88 

294.500. 54 

240,829.84 

1,012-087.26 

1937. 

6.0 

746.479.75 

497,653. 17 

248,826.58 

200.320.35 

1,006; $06.10 

1938. 

6.0 

785,488.09 

523,659. 13 

201,829. 56 

290,875. 53 

1.076; 304. 22 

1939. 

6.0 

837,040.64 

558,027.10 

279.013. 54 

324,037. 84 

1, 161;078. 48 


0.0 

895,321.72 

596,881. 15 

298,440. 57 

300,220.92 

1, 255; 542.64 

1941. 

0.0 

923,200.40 

015,510.98 

307, 755.48 

399.740.01 

1,323,1007.07 

1942. 

0.0 

940.824.94 

627, 21C. 03 

313.008.31 

442,190. 37 

1,383J015. 31 

1943. 

0.0 

1,047,954.00 

698,630.00 

349.318.00 

487,538. 29 

1,535,492.29 

Total. 


13,1%. 285.31 

8,087.987. 44 

5, 108, 297. 87 

3. 851, 190. 05 

17,050,1481.96 


1 Calculated at the rate of interest iu eol. 2 on the amount which is the total of the deficiencies of 
prior years shown in col. 5 and the amount on the preceding line in col. C. 


Table IV 


i 


amount by which pkpco’s SURPLUS HAS BEEN enhanced as 
CREDITING DEPRECIATION RESERVE WITH INTEREST AT ONLY t '/< 
BY SLIDING SCALE ARRANGEMENT) RATTIER THAN INTEREST AT 
RETURN ACTUALLY EARNED 


A RESULT OF 
(AS KEt/I-TUEi) 
THE RATE OF 
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Rate of 
return 
actually 
earned 

Interest on depreciation 
reserve 

(5). _ 

(1) 

Year 

(3) 

Calculated 
at rate of re¬ 
turn actually 
earned 

(4) 

Actually 
credited at 

4 percent 

flciencies in 
interest 
credit (col. 

3 minus col. 
4) 

I 

1925. 

Percent 

9.59 

$413,005.03 

$172,289.90 

$240,770.13 

1926. 

9.72 

488, 424. 43 

200,997.71 

287.420.72 

1927. 

O. w- 

520,674.10 

228,492.02 

298,182.08 

1928. 

10.28 

(k>8,173. 

259,989.79 

408,183.97 


See footnote at end of table. 
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(C) 

Interest for the 
year, at the 
rate of return 
actually earned, 
on the sum of 
the deficiencies 
of prior years 
and interest 
thereon 1 


$23,403. 31 
50, 858.00 
92,586.33 


( 7 )! 

Pro forma 
amount of total 
credit to de¬ 
preciation re¬ 
serve if interest 
had been! com¬ 
puted at the 
rate of return 
actually earned 


$413,005.03 
511, $27.77 
577,532.10 
700, jTCO. 09 
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Table IV—Continued 




Interest on depreciation 
reserve 

(5) 

(6) 

Interest for the 
year, at the 

(7) 

Pro forma 
amount of total 

Year 

(2) 

Rate of 
return 
actually 
earned 

(3) 

Calculated 
at rate of re¬ 
turn actually 
earned 

(4) 

Actually 
credited at 

4 percent 

Annual de¬ 
ficiencies in 
interest 
credit (col. 

3 minus col. 
4) 

rate of return 
actuallycamcd, 
on the sum of 
the deficiencies 
of prior years 
and interest 
thereon 1 

credit to de¬ 
preciation re¬ 
serve if interest 
had been com¬ 
puted at the 
rate of return 
actually earned 

1929. 

10.34% 

$757,612.47 

$293, OSO. 26 

$464,532.21 

$144,906.37 

$902, 518.84 

1930. 

10.71 

875.128.02 

326,845. 20 

548,383.82 

215,362.48 

1,090,490.50 

1931. 

9.56 

861,564.64 

360,487.30 

501,077.34 

265, 242.15 

1.126, S06.79 

1932. 

8.S0 

863,358.25 

392,435.57 

470,922.68 

311,592.07 

1,174,950.32 

1933. 

8.23 

876,410.00 

425,958.69 

450,451.31 

355,810.36 

1,232,220.36 

1934. 

7.45 

748,276.17 

401,759.02 

346,517.15 

3S2,154. 85 

1,130,431.02 

1935. 

7.42 

810,210.09 

436,770.94 

373,439.15 

434,683.44 

1,244,893.53 

1936. 

7.91 

931,989.58 

471,296. 88 

460,692. 70 

527,311.45 

1,459,301.03 

1937. 

7.95 

989,085.67 

497,653.17 

491,432.50 

60S, 524.33 

1,597,610.00 

1938.. 

7.02 

919,021.77 

523,659.13 

395,362.64 

614,555.44 

1,533,577.21 

1939. 

7.39 

1,030,955.06 

558,027.10 

472,927.96 

721,579. 48 

1,752,534.54 

1940. 

6.79 

1,013.205.75 

596,8S1.15 

416,324.60 

744,100.92 

1,757,306.67 

1941. 

5.99 

921,727.69 

615,510.9S 

306,216.71 

725,940.20 

1,647,667.89 

1942..... 

6.62 

1,038,043. 52 

627.216.63 

410,826.89 

870,619.95 

1,908,663.47 

1943. 

6.74 

1,177,201.66 

698,636.00 

478,565.66 

972,771.10 

2,149,972.76 

Total. 


15,910,127.66 

8,087,987.44 


8,062,002. 26 

23,972,129.92 


i Calculated at the rate of interest in col. 2 on the amount which is the total of the deficiencies 
of prior years shown in col. 5 and the amount on the preceding line in col. 0. 

The error which we assign in the proceedings below is the re¬ 
fusal to even consider the deletion or sterilization or transfer to 
depreciation reserve of any portion of the surplus. 

Whether the credit should be of the difference between 4% 
and the allowed basic rate of return, or the difference between 
4% and the actually earned rate of return is touched upon but 
not decided at page 596 in the Natural Gas Pipeline case, supra 
(315 U. S. 575), where the Court rejects the argument ad¬ 
vanced by the Utility that the 6 V 2 % basic rate there adopted 
was too high because it involved business risks. The Court 
pointing out that that rate “includes compensation for the 
business risk, and the risk is an incident of the business in 
which the companies hazarded their capital and in which they 
propose to invest additional capital.” W r e believe that in the 
present case this Court might properly approve the actually 
earned rate of return as the measure of adjustment. There 
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can be no inequity in treating rate payers’ mpney as of equal 
standing with common stockholders’ money. Pepco’s grossly 
excessive earnings, the illegality of its stock control discussed 
below at p. 35, and the fact that the figures are all avail¬ 
able (as distinguished from a situation calling for a decision 
to operate in juturo) provide further justification fori the 
adoption of such a standard. 

The amount found by this Court, or found by the Commis¬ 
sion under rules laid down by this Court, by which Pepco’s sur¬ 
plus has been unlawfully enhanced by unlawful practices as to 
depreciation should be transferred from surplus to depreciation 
reserve. ! 

II I 

Since January 1, 1925, Pepco’s rates have been unjustly and 
unreasonably high and unlawful. They cannot be justified 
by the sliding scale arrangement, because it was not au¬ 
thorized by paragraph 18 of the utility law and has been 
unlawfully administered. The unlawful rates have re¬ 
sulted in an unlawful surplus. The District Court erred in 
not reversing order 2796 because of the refusal of the Com¬ 
mission to consider the propriety of excluding from the 
rate base and from equity capital any part of the surplus 
derived from unlawful rates. 

Our position is that Pepco’s rates since January 1, 1925 have 
been unlawful because they included an enforced contribution 
from rate payers upon property upon which the utility was 
not entitled to a return, and because the rules and practiced in 
accordance with which they were computed violate fundamen¬ 
tal doctrines of rate making law, and because the utilities return 
was so grossly in excess of what is fair and reasonable as to make 
the rates which produced those returns unlawful by the express 
provision of paragraph 2 of the Utility Law. We assert that 
such rates do not fail of being unlawful because they were ap¬ 
proved by a utilities commission; that its decisions are subject 
to court review; and that the proceeds of unlawful rates which 
are still in the possession of the utility are not beyond the reach 
of some means of recapture or utilization for the benefit of rate 
payers. 

i 

t 

j 

! 
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A public utility though corporate in form is clearly not en¬ 
titled to all the rights and privileges of ordinary business corpo¬ 
rations, but is subject to special limitations and controls. When 
courts, and later legislatures., took the initial step of holding 
that public utilities are subject to restriction and regulation as 
to their charges and the quality of their service, they started 
down a road from which there is no turning back. While the 
end is not yet in sight, it is near enough to justify a belief that 
the ultimate concept will be one which regards the interest of 
the public as paramount and carries price regulation to a point 
only limited by the fundamental requirement of solvency of 
the company in the public interest. 1 " 

Recent pronouncements indicating the trend and revealing 
the distance already traveled are the approval by the Supreme 
Court in F. P. C. v. Natural Gas Pipeline Co., supra (315 U. S. 
575,5S5. 5S6), of the provision in the Natural Gas Act authoriz¬ 
ing the Commission to order a decrease where rates ‘‘are not the 
lowest reasonable rates,” and holding that the “lowest reason¬ 
able rate is one which is not confiscatory in the constitutional 
sense”; the statement in that case at page 603 and again at 
page 601 of the Hope case, supra (320 U. S. 591), that rate 
making is one species of price fixing and the fact that it may 
diminish the value of the utility’s property is no obstacle to its 
validity; the statement of Justice Brandeis at page 290 in his 
dissenting opinion (now generally accepted as sound) in South¬ 
western Bell Telephone Co. v. P. U. C., 262 U. S. 276, that “the 
thing devoted by the investor to the public use is not specific 
property, tangible or intangible, but capital embarked in the 
enterprise”; the statement in the Hope case (320 U. S. 591, 
601), that rates do not depend on “fair value,” but rather that 
value depends on what earnings are permitted; the statements 
at pages 606.607 in the Pipeline case (315 U. S. 575) , indicating 
that a rate base is not necessary if the constitutional limitations 
are not violated by the end result 10 ; and the discussion at pages 

“For an excellent statement of the historical development of the regu¬ 
latory concept, see: Barnes, “The Economics of Public Utility Regulation”; 
F. S. Croft & Co., 1042, pp. 149, 150, and Ch. IX. Rate Regulation, pp. 2S2- 
318. 

“See the able development of this concept in the opinion of Justice 
Brandeis in Southwestern Bell Telephone Co. case, supra (262 U. S. 276). 
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600-605 in the Hope case (320 U. S. 591), including the state¬ 
ment that “rates which enable the company to operate success¬ 
fully, to maintain its financial integrity, to attract capital, g,nd 
to compensate its investors for the risks assumed certainly can¬ 
not be condemned as invalid, even though they might produce 
only a meager return on the so-called ‘fair value* rate base.”| 

As the courts and regulatory commissions gradually got away 
from the unsound doctrine of Smyth v. A rnes, 169 U. S. 466, and 
the “hodge-podge” 17 of decisions flowing from it which 
“haunted utility regulation since 1898’’ 1S there emerged the 
now clearly recognized concept th$t not all the property owlied 
by a utility is entitled to a return, and that the test is not the 
mere, existence and use of property in the service but rather 
the source of the funds from which the property was derived. 
The principle is illustrated by the exclusion from rate base and 
from any right of return to the utility of customer contributions 
in aid of construction, 11 ’ franchise value, 20 capital items paid 
for out of excess depreciation charges, 21 or otherwise paid for or 
recouped out of operating charges. 22 The kernel of thinking in 
these cases is but another facet of the concept discussed in the 
preceding paragraph which would fix rates at levels sufficient to 
pay a fair return on the common stockholders' actual invest¬ 
ment regardless of any rate base. No one is entitled to a return 
on what he did not himself contribute. 

It follows that a utility is not entitled to a return on its 
surplus merely because it has it and has put it into plant; the 
question still remains as to who supplied it. A further reason 
why it is improper to treat surplus derived from excessive rates 
as part of a utilities rate base is that if rates had been held to 


17 Justice Frankfurter, in the Hope case at p. 627. 

F. P. C. v. Natural Gas Pipeline CoSupra (31a U. S. 575, 602). , 

"Re Chillicothe Gas, Light <f Water Co. (Ohio), PUR 1916 D, 933, 939. 
Re Kerman Tel. Co. (Calif.) PUR 1922 A, 853, 855. Re General Water 
Supply Co. (X. J.) PUR 1923 B, 802, S05-6. 

30 Georgia Ry. v. R. R. Comm.. 262 U. S. 625, 632: and ef. remarks of Senator 
Reed in debate preceding tiie enactment of the Utility Law. 48tli Cong. Rec. 
Part 3, p. 3030. 

17 Louisiana R. R. Com. v. Cumberland Telephone Co., supra (212 U. S. 414). 
73 Natural Gas Pipeline case, supra (315 U. S. 575. 589), and Hope case, 
supra (320 U. S. 591, 599). 
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such a reasonable level that net income did not exceed proper 
dividends and was disbursed to stockholders with the result 
that money needed for plant extensions had to be acquired 
through corporate financing, it is quite clear that the financing 
vrould be through bond issues and preferred stock up to the 
limit of proper and generally accepted capitalization ratios, and 
that the cost of such funds would be substantially less than 
what the rate payers have year after year been forced to pay 
Pepco on its surplus and equity. 23 

From what has been heretofore said it follows also that where 
rates have been unlawful, or unjustly and unreasonably high, 
the property resulting therefrom should not be made a basis 
for further demands upon the rate payers. In R. P. Logan et 
al. v. Bismarck Water Supply Company, P. U. R. (No. Dak.) 
1923 B, 450, 498, it was said: 

“The effect of such a transaction is to permit the 
owners to capitalize so much of these profits as exceed a 
reasonable return and to require the rate payers to pay 
increased rates to produce an additional return upon 
this new capitalization. 

“It needs no argument to show that as a matter of 
justice it ‘shocks the conscience’ to require the con¬ 
sumers who have already built up the utility plant 
through the payment of unnecessarily high rates to pay 
still higher rates so that dividends may be paid based 
upon property which has in effect, been donated to the 
utility. The mere recital of such a state of facts pro¬ 
duces its own conviction.” 

And in Re Mondovi Telephone Co., P. U. R. (Wis.) 1933 B, 
319,322, it was stated: 

“Utility Commissions have not hesitated to use for the benefit of rate 
payers a surplus which accumulated out of excessive earnings, by exclusion 
from rate base ( Logan v. Bismarck Water Supply Co. (N. D.) I’UR 1923B, 
450. 497); by repair of property not kept in proper condition (Bay State 
Rate Case (Mass.) PUR 191GF. 221. 273; Re Monroe lndcp % . Tel. Co. (Neb.) 
PUR 1921E, 481, 4S5) ; by transfer to depreciation reserve (Re Patrons of 
Clinton El. L. & P. Co. (Conn.) PUR 1931K. 196. 205) ; by reducing rates in a 
period of depression ( Penterman v. City of Eaukauna (Wis.) PUR 1933B, 
397, 400) ; or as a reason for refusing an increase in rates in a period of ris¬ 
ing operating expenses (Re Queensborouyh Gas <t El. Co. (N. Y.) PUR 
1918F, 872, 881; Meriden v. Meriden Gas L. Co. (Conn.) PUR 1921B, 
611, 617.) 
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“Customers who have unwittingly been financing 
property additions in the manner shown (by charges 
to operating expenses made by the company for capital 
additions) should not be expected to pay rates which 
will allow a return on the property so paid for.” 

That Pepco’s rates—unless they can be justified under the 
sliding scale arrangement—have always been unjustly and un¬ 
reasonably high is abundantly clear from Table II, p. II. 24 ! In 
the first year, 1925, the company had a return of $702,776.92 
over w’hat the Commission and Pepco had agreed would be a 
fair and just return. This w*as not surprising in view of the 
fact that the rate base was $9,302,806.56, or approximately 
40%, above book cost of the property (App. 13) and the 7%% 
rate was generous if not obviously too high. 25 The excess 
amounted to 31.97% on Pepco’s “equity” (stock, including 
water, plus its then surplus (App. 9)). Pepco paid 10.34% of 
this amount to its common stockholders (App. 9), which 
amounted to 14% on the par value of their shares and 37.41% 
on the unwatered part of their stock (Table II, supra, p. 11 and 
p. 7, supra). Obviously the rates were higher than was just 
and reasonable 2,5 under the test stated in Dayton-Goose Creek 
Ry. v. United States, 263 U. S. 456, at 483: 

“It is clearly unsound to say that the net operating profit 
accruing from a whole rate structure is not relevant in 
determining whether the sum of the rates is fair. * 4 * 
If the profit is fair, the sum of the rates is so. If the 
profit is excessive, the sum of the rates is so. One Ob¬ 
vious way to make the sum of the rates reasonable so far 
as the carrier is concerned is to reduce its profits to what 
is fair.” 

i 

That case had been decided in 1924, and should have been 
known to the Commission. But they did nothing. And so it 
continued until 1931 with excesses over the “fair” return; of 
714% averaging $1,061,219.00 per year and reaching a peak of 
$1,583,624.05 in 1930 before the Commission, at long last, in 

54 See also Commissioner Rankin's excellent analysis, App. 167-169. ; 

“ Cf. P. U. C. Order 223. 

“In the Pipeline case, supra (315 U. S. 575, 591), the Court characterizes 
89c on the undepreciated investment as a “high return.” 
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Order 919 declared that the “rate of return yielded by the ex¬ 
isting sliding scale is excessive and unreasonable'’. This 
amounted to saying that the rates had been unreasonably and 
unjustly high ever since January 1, 1925. That being so, they 
were also unlawful under paragraph 2 of the Utility Law unless 
the fact of Commission approval under the sliding scale could 
make them lawful. If they were unlawful they represented 
improper enforced contributions from rate payers; and these 
cannot become a basis—under the principles discussed above— 
for further extractions; they represent a rate-payer, not a 
stockholder contribution. The Commission resorted to mere 
palliatives of insufficient reductions of the basic rate of return, 
with the result that excesses in earnings continued year by 
year as appears from Table I, p. 10, supra. $5,581,731.76 of 
the excess cost of the consent decree figure was permitted to 
remain in the rate base until the present order (App. 15, 19). 
The obvious defects in the sliding scale were not corrected. 
The Commission did not fulfill its duty to hold rates to just 
and reasonable levels. 

The sliding scale arrangement furnishes no lawful excuse, 
since it was unlawful in its origin and also in its application and 
continuance. 

Before turning to a detailed consideration of this assertion 
we wish to point out that the arrangement gains no validity 
by virtue of its incorporation in a decree of the then Supreme 
Court of the District. The court had no jurisdiction, since the 
decree went far beyond any issues which were raised by the 
pleadings in the pending cases. Moreover the court was as 
much bound by the Utility Law as were Pepco and the Commis¬ 
sion, and without power therefor to bless an arrangement which 
violated that statute. Finally, it should be kept in mind that 
both by the statute and the terms of the decree the Commission 
is vested by paragraph 18 and paragraph 62 of the Utility Law 
with a continuing power and duty to make changes when they 
are necessary to the accomplishment of the basic objective of 
fair and reasonable rates. This brings us to a discussion of the 
arrangement itself. 

If paragraph IS to be read as though the words “or other 
financial device", etc., qualify the words “sliding scale of rates 
and dividends” [italics supplied] the sliding scale agreement 
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in this case obviously did not meet the requirement of the stat¬ 
ute. If this construction be rejected, it is still required that the 
arrangement, ejusdem generis, be similar to the Boston slicing 
scale 27 or within the general concept of sliding scale arrange¬ 
ments, and that it be “advantageous to the parties interested”. 
That means that it shall result in rates surely no higher than 
those necessary to provide a fair or liberal return to the investor 
and insure the continued soundness of the company. 28 The 
previous discussion shows clearly that the arrangement was 
most disadvantageous to rate payers in that the rates were so 
high as to yield returns to investors far beyond what was rea¬ 
sonable or proper, and to enable the building up of plant out of 
customer contributions. It therefore surely ceased to be law¬ 
ful when the excessive earnings which it continuously made 
possible made clear that the system was subject to defects of a 
continuing and serious nature. 

Factors contributing to the excessive returns under the slid¬ 
ing scale were the excessive rate base (App. 13); the failure of 
the Commission to construe the consent decree as requiring the 
recapture in some way, or the actual “absorption”, of any part 
of the annual excesses, as we believe the decree ordered it to 
do, 29 followed by the addition annually to surplus of the portion 
of the excess not disbursed as dividends; the application of the 
reductions to gross, rather than to net income, as we believe 

T ‘ For a description and discussion of the Boston sliding scale, see the re¬ 
port to the Massachusetts Legislature, House 1600, .Tan. 1936, “Report} of 
Special Commission Established to Investigate Relative to the Sliding Seale 
Method of Rates”. 

“Sliding scale arrangements are called “serviee-at-cost franchises”; in 
Barnes: “The Economies of Public Utility Regulation”, op. cit. p. 24, supra. 
In his discussion, pp. 234-241, he points out as characteristics of such ar¬ 
rangements that “the basic rate of return should be established at that mini¬ 
mum which is just sufficient to attract capital”, and that, having been! so 
fixed, rates should be so realistically adjusted that increased or excess ire- 
turns will result only from special efficiency and effort of the company. The 
preferred form provides for a special reserve to be first accumulated and 
used to protect the assured dividends. 

59 For a discussion of alternative interpretations of the decree and the 
error of interpretation followed by the Commission, see Commissioner 
Hankin's dissenting opinion, App., pp. 115, 117. 
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both the decree and sound common sense called for, 30 and the 
codification of this error in the amendment of 1931 (App. B 
of this brief, p. 48); the illegal practices as to depreciation dis¬ 
cussed earlier in this brief (pp. 16 to 23); and the insist¬ 
ence of the Commission on fixing the rates for each new year 
on the assumption that operating volume and expenses would 
be the same as in the last, or test, year, when common knowl¬ 
edge as well as information specifically known to the Comjnis- 
sion indicated that volume would increase and expense ratios 
would go down, resulting in further excessive returns notwith¬ 
standing rate reductions. 31 

The provisions of the sliding scale arrangement under which 
rates would be increased if earnings fell below the permitted 
return is a most significant part of the arrangement which 
seems to have been completely overlooked in this case. This 
provision spot-lights the basic objective of such arrangements, 
which is to establish rate schedules of such character as will 
create a situation where returns fluctuate sometimes above and 
sometimes below what is necessary to yield the utility a fair 
return. 32 It is implicit in such arrangements that whatever 
adjustments may be necessary to bring about that situation 

"This error became most important upon the incidence of high Federal 
Taxes. The Commission adhered to its position on the ground that build¬ 
ing up the tax revenue was a prior obligation to the reduction of rates. 
Findings and opinions Formal Case 326. App. 26, 1943, pp. 24, 25, Record on 
Appeal, pp. 30, 31. This position was specifically repudiated by the Secretary 
of the Treasury in Press Release 42-36, dated June 19, 1944: 

“The Department * * * does not wish to be considered as giving 

even tacit approval to the suggestion being made in some quarters 
that public utility rate reductions should not be put into effect be¬ 
cause one result would be a loss.of Federal revenues * * * Pub¬ 

lic utility rates are under the jurisdiction of public regulatory bodies 
* * * set up for the purpose of protecting the public by seeing to 

it that the rates charged are reasonable. * * * If the setting of 

reasonable rates results in the Federal Government collecting less ex¬ 
cess profits taxes, the Treasury Department is prepared to accept that 
result.” 

51 In Bussing’s excellent critique of the Washington sliding scale, “Public 
Utility Regulation and the so-called sliding scale”, Columbia University Press 
1936, he points out, with ample statistical documentation, the reasons why 
enlarged and increasingly profitable business for Pei>co, from 1926 on, was 
clearly forseeable and due to factors outside its own efficiency. Cf. also 
Barnes, (op. cit., supra, p. 24) p. 237. 

** See note 28, p. 29, supra. 
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will be made. No attempt was made to do so here. The Com¬ 
mission’s attitude was several times publicly expressed to be 
that it did not care how much money Pepco made so long as 
there were annual rate reductions (App. 282, 296, 498). j 

Pepco and the present Commission seek to justify this atti¬ 
tude and the past practices on the ground that Pepco must 
have an “incentive” to efficiency in the form of excess earnings. 
It has long been recognized that increasing dividends to com¬ 
mon stockholders is little, if any, incentive to the employees 
and managers whose skill may be really responsible. 33 There 
is no evidence whatever that Pepco’s continued earning of large 
excesses is attributable to any special effort or efficiency. The 
study referred to in note 31, page 30, supra, is quite to the 
contrary; and in any event there is no warrant for incentives:of 
the size and disproportion which we find here. 34 The over-all 
result falls within the condemnation of the rule stated in the 
Dayton-Goose Creek case, supra (263 U. S. 456, 483). 

The discussion to this point has been directed to the thesis 
that the Commission should exclude from rate base and from 
common stock equity those portions of the surplus which re¬ 
sulted from unlawful practices and unlawful rates. We now 
turn to a consideration of the question whether the provisions 
of the Utility Law, read in the light of present day concepts, do 
not require the exclusion from rate base and equity capital of 
Pepco’s entire surplus. The argument revolves around the 
significance to be attributed to paragraph 75 of the Utility Law. 

Paragraph 75 of the Utility Law flatly prohibits the declara¬ 
tion of stock dividends. This prohibition binds the Commis¬ 
sion and the courts. It is obvious that just as long as Pepco’s 
surplus is treated as part of common stock equity, and as ep- 
titled to dividends at the same rate as the issued common stock, 
there is no difference whatever, from the point of view of stock¬ 
holders, from what their position would be if a stock dividend 
were declared and supported by a charge against surplus; 

33 Under the British sliding scale, part of excess earnings goes to employees 
and managers. See Bussing, op. cit. p. 30, supra, at pp. 59-61. 

34 Cf. the statement at page 597 in the Natural Gas Pipeline case, supra 
(315 U. S. 575)': "The regulated business here seems exceptionally free from 
hazards which might otherwise call for special consideration in determining 
the fair rate of return.” 
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issued stock plus surplus is the same figure in either event. By 
treating the surplus as part of common stock equity the Com¬ 
mission accomplishes by indirection precisely the same result as 
though a stock dividend were declared. 

Paragraph 75 is part of a group of provisions in the Utility 
Law (pars. 72-7S, inclusive) the purpose of which according 
to the legislative history, 35 was to insure a control over utilities 
that would avoid payments to stockholders on a basis other 
than a return on what they had actually invested. 36 It will 
also be noted that the Utility Law does not lay down any pre¬ 
scribed procedure for fixing rates upon a rate base or on a par¬ 
ticular valuation or otherwise; but merely directs that they 
shall at all times be kept just and reasonable. 

It is obvious that, if the concept be accepted that return can 
be constitutionally determined without a rate base by provid¬ 
ing enough money to meet all operating and other charges and 
a fair return on what was actually invested by common stock¬ 
holders, everything in excess of such amounts must be classified 
as customer contributions beyond what was legally required. 
One may concede that a surplus built from such involuntary 
customer contributions is an asset of the corporation without 
agreeing that stockholders are entitled to a return on it. It 
can be used to retire funded debt, to increase or repair plant, 
to support the soundness of the company in the public inter¬ 
est; 37 its size can be held down by rate adjustments to what is 
reasonably necessary for these purposes. It cannot, consist¬ 
ently with the basic concept of limiting the return to actual 
investment, or with the basic purpose of paragraph 75, be 
included in a rate base or in common stock equity. 

The issue is brought sharply into focus by the attitude of the 
Commission with reference to the $2,755,000 of water (see p. 7, 

** Senator Reed said (Cong. Rec. Vol. 4S, Part 3, p. 3030), that it is “a 
fundamental proposition that every public utility is entitled to a fair and 
just return upon its honest investment” and that “these companies should l>e 
made to accept a valuation which excludes from it that which the public 
gave them * * See further remarks pp. 202S, 2029. 

**Cf: Re Northampton Gas Petition (Mass.) PUR 1915A 018, 626. 

" See Note 23, p. 26, supra. 
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supra and App. 404) in the $9,000,000 of outstanding common 
stock. The Commission says this watered stock “was made 
whole’’ by the charge of a like amount to surplus (App. 16). 
This seems to us very clearly to have been a stock dividend. 
The Commission’s justification, that surplus belonged to the 
stockholders anyway, begs the whole question. 

It w’as suggested in the argument below that the Commission 
is estopped from doing anything about the surplus at this tiipe 
because that would be to “legislate backward,” or to indulge in 
“improper retroactivity,” and that correction of the unlawful 
results of unlawfully high rates cannot be effected since actions 
to attack the rates were not brought within the period for filing 
appeals laid down by paragraphs 64, 65 of the Utility Law. It 
was also argued that any correction at this time is prohibited 
by the decision in P. U. Comrs. v. N. Y. Telephone Co., 271 U.iS. 

23, where it is said at page 32 that “the law does not require 
the company to give up for the benefit of future subscribers any 
of its past accumulations from past operations. Profits of the 
past cannot be used to sustain confiscatory rates for the future.” 
It is clear that this decision was written while the court w’as still 
under the spell of the Smyth v. Ames concept (see discussipn 
at page 31) which is no longer law. We point out that in the 
Hope case, supra (320 U. S. 591), the Supreme Court had po 
hesitancy in approving the exclusion from rate base of items 
derived from past charges to operating expenses (p. 591), and 
that in the Pipeline case (315 U. S. 575) the Court held it un¬ 
necessary to pass upon the propriety of the exclusion of over 
S21,000,000 from rate base in view of the past high earnings of 
the Company, the fact that the items totaling this sum had 
been derived from operating charges, and because the end result 
was just and reasonable. See pp. 600-605 and discussion, page 

24, supra. In Colorado Interstate Gas Co. v. F. P. C. (C. C. A. 
10th), 142 F. (2d) 943, cert, granted (on other grounds) 323 
U. S. 807, affirmed 324 U. S. 581, the claim that the rate ba^e 
should have been fixed on the basis of “present fair value” up- 
der the doctrine of Smyth v. Ames was rejected and the Coujrt 
approved the exclusion of over $6,000,000 representing a write 
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up of leases above original cost, payments made for “services” 
not rendered, and stock issued without consideration therefor. 38 

Our position is that in many respects—as pointed out above— 
Pepco’s rates were not merely unjustly high but were actually 
unlawful. We can see no reason why the proceeds of unreason¬ 
able or unlawful extractions from rate payers, if still reasonably 
identifiable, may not be in some way recaptured or made useful 
to the rate payers. 39 

As to the method, we suggest that it would be entirely in 
accord with accepted accounting practices to set up a special 
account entitled “Customer Contributions,” and transfer to jt 
from surplus such an amount as may be determined by the 
Commission, under principles to be declared by this Court. In 
such event the base for rate making purposes (if that technique 
is to be continued) would be the actual cost rate base estab¬ 
lished by Order 2796, less depreciation, less Customer Contribu¬ 
tions ; and the basic rate would be the percentage of the net sum 
so determined necessary to provide operating expenses, to serv¬ 
ice funded debt and preferred stock and pay a reasonable return 
on the actual investment in common stock. The rate payers 
would no longer pay income to common stockholders on what 
came not from stockholders but from rate payers. 

Ill 

The District Court erred in not ruling that the Commission 
should have admitted Exhibit 74 

That a utility commission sitting in a rate case should have 
before it all the facts with reference to the utility’s stock owner¬ 
ship seems to us to be obvious. If the stock is widely held by 

** The N. Y. Telephone case can also be distinguished on the ground that 
the holding goes no further than to reject confiscatory rates as a means of 
recouping prior earnings. We are not seeking confiscatory rates: but only 
rates which are just and reasonable—not only to rate payers but also to 
utility—upon a proper application of established principles and statutes. 

” “Long continued practice and the approval of administrative authorities 
may be persuasive in the interpretation of doubtful provisions of a statute, 
but cannot alter provisions that are clear and explicit when related to the 
facts disclosed. A failure to enforce the law does not change it. The good 
faith of the carriers in the transactions of the past may be unquestioned, but 
that does not justify a continuance of the practice.” Louisville <£ Nashville 
R. R. v. U. S., 282 U. S. 740, 759. See also Warehouse Co. v. U. S., 283 U. S. 
501, 511. 
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the public and has acquired a more or less steady market value 
based upon conditions approved by the Commission over an 
extended period of regulation, changes of a sweeping nature 
should be made with a caution for which there is no occasion 
where the utility’s stock is all owned by a single holding com¬ 
pany which in turn is controlled by another holding company, 
and this stock ownership is illegal. Such was the situation here. 

That North American’s holding of Wreco, and its control of 
Pepco, were illegal will be clear to the Court from the cir¬ 
cumstance summarized at page 6 supra, and reading of the 
applicable statutes (App. hereof, p. 45), the summary of the 
whole matter appearing in the dissenting opinion of Com¬ 
missioner Hankin (App. 80-91), and Exhibit 74 itself, certain 
material parts of which are printed in the Appendix, pages 
608-639. 

The offer of proof, in connection with which Exhibit 74 was 
a part, embraced a showing of a conspiracy to violate the Anti- 
merger Law, and to so manage Pepco as to acquire excessive 
returns for the benefit of the conspirators through an improper 
sliding scale arrangement or otherwise (App. 502-18). Since 
North American in fact controlled Pepco (App. 336, 345, 353, 
622-30) it cannot avoid responsibility for its persistent efforts 
in aid of the results which we have previously shown to be im¬ 
proper. Its earnings on its investments in Wreco were 31.5% 
in 1925; 23.3% in 1926; 20.3% in 1927; 19.1% in 1928; and 
16.9% in 1929 (App. 354). In 1942 the Commission was per¬ 
suaded to issue to Wreco $3,000,000 of Pepco’s common at par, 
when, upon the Commission’s present theory that the surplus 
is part of equity capital, $100 a share was far below the book 
value of Pepco common. Exhibit 74 shows that North Ameri¬ 
can is seeking S. E. C. approval of a reorganization of Pepco and 
Wreco in a manner which would formally capitalize Pepco’s 
surplus and direct the resulting new securities principally to the 
benefit of North American. 
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The exclusion of Exhibit 74 was not on the basis of any doubt 
as to its authenticity 40 but on the ground of irrelevancy. We 
submit that it was highly relevant, and that the court should 
so rule; with proper instructions to the Commission as to the 
principles on which they should evaluate its weight. 

IV 

Pepco’s appeal should be dismissed since it is clear that all 
the modifications of the sliding scale arrangement made by 
Order 2796 were amply justified, and the end result is in 
no way unfair to Pepco. It is immaterial for the purposes 
of Pepco’s appeal whether the sliding scale arrangement 
be held to be in effect or to be nonexistent because of Pepco’s 
lack of assent to Order 27%, since the result can be sup¬ 
ported under the Utility Law and on established principles 
of rate making law apart from a sliding scale arrangement. 

The short answer to Pepco’s appeal is that under the law as 
declared in the Pipeline and Hope cases, supra, (315 U. S. 575, 
320 U. S. 591) it is not the method used, but rather the end 
result, which is controlling; and the end result of Order 2796 
is obviously not unfair to Pepco. Under Order 2796 the return 
on the entire “equity” (stock plus surplus) wdll be 8.91 % 
(App. 43). On pages 603-4 of the Hope decision, the Court 
summarizes the factors which it regards as so favorable to the 
utility as to justify the court’s refusal to disturb the order of 
the Commission. A comparison with the facts in our case 
reveals that Pepco has a more favorable position, and has en¬ 
joyed more favorable treatment in the past and by the order 
now under attack, than w’as enjoyed by the gas company. 

The lack of unjust treatment of Pepco is illustrated by the 
following table V, which shows that Pepco has been allowed a 
net income which under order 2796 is more than it would have 
been if the Commission had left the old arrangement completely 
unchanged except to apply the reduction of one-half of 1943 
excess earnings to net rather than to gross income—which 
certainly no one could have complained of. 

40 There could have been no such doubt, as the report was submitted by 
S. E. C. to the Commission at its request and has been in its possession. 
(App. 003, 510, 513.) 
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Table V j 

Amount Available for Reduction of Rates_ $390,574.40 1 

Savings in Federal Income and Excess Profits Taxes Result¬ 
ing from above Reduction in Net Income_ 868,880. 93* 

Rate Reduction if Public Utilities Commission of the 
District of Columbia made no change in Sliding Scale 

except to give effect to Tax Savings_1,259,455. 33 

Rate Reduction as ordered in Order 2796_ 1,037,189. 28 


Amount by Which Rate Reduction as Ordered was 
Beloic the Reduction that would have resulted had no 
Modification been made in the Sliding Scale except to 
give effect to Tax Savings_ 222,266.05 

1 S<*e Exhibit 12, Schedule 1 (App. 574) introduced by Chief Accountant of 
Commission. 

' Calculated h.v exactly the same method used by the Commission in Order 2796, 
page 43. footnote 7 : viz : 

"Popeo's income subject to excess profits tax for the year 1943 amounted to 
$890.484.S«, which, if eliminated, would, at the excess profits tax net rate of 81%, 
effect a reduction in net income of $169,192.12 or a tax saving of $721,292.74. 
To further reduce net income by the difference between the total necessary re¬ 
duction of $390,574.40 and the reduction in net of $169,192.12 set forth above, 
or $221,382.28, a reduction in gross revenue or taxable income of $368,970.47 

( 221 382 28 \ 

— — 1 ■ ■ x 100 The combined normal and surtax rate 

of 40% applied to this amount produces a tax saving of $147,588.19, which, 
together with the $721,292.74 set forth above, produces the total tax savings 
of $868,880.93. j 

Pepco’s complaints of details of the order are equally un- 
supportable. i 

The use of a rate base is not even necessary under the recent 
cases; but when that technique is followed, the use of depreci¬ 
ated actual cost base is now thoroughly approved as proper. 
Hope case, supra (320 U. S. 591, 597, 600); Pipeline case, 
supra (315 U. S. 575, 604-8); Colorado Interstate Gas Co i v. 
F. P. C., supra (C. C. A. 10th), 142 F. (2d) 943. 

That the figure used for the gross rate base cannot be ques¬ 
tioned seems clear from the statements of the Commission 
about it in their report (App. 11-15, 1S-22) and the fact that 
the actual cost of additions and other necessary accounting de¬ 
tail have been currently reported to the Commission ever since 
Jan. 1, 1925 under the provisions of the Utility Law and 
the sliding scale arrangement. The elimination of any allow¬ 
ance for working capital was obviously proper in view of the 
relation between the time lags for receipts and maturities stated 
at App. 20. i 
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The depreciation figure was less than the witnesses, includ¬ 
ing Pepco’s, testified to, a determination to Pepco’s advantage. 
See p. 12, supra. 

The amount established for annual depreciation was realis¬ 
tically related to depreciable property, in place of the obviously 
improper prior method, and at a level higher than that sug¬ 
gested by credible witnesses approved by the Commission— 
again a determination to Pepco’s advantage. See page 12, 
supra. 

The overall cost of capital shown by the evidence worked 
out to 5.319% and the Commission allowed a basic return of 
5.50% (App. 38) which will result in a return of 8.91% on the 
common stock equity (App. 42, 43). 

The application of the reduction to net, rather than to gross 
income does no harm to Pepco and is obviously just to rate 
payers. 

Pepco was permitted to retain all the 8781,14S which it net¬ 
ted in 1943 over the 6% return which the Commission and 
Pepco regarded as fair for that year (App. 7). 

There remains for consideration only the questions whether, 
notwithstanding its full participation in the hearings held pur¬ 
suant to an order of notice embracing the possibility of modi¬ 
fication of the sliding scale arrangement, Pepco can now upset 
the order on the ipere ground that it is not acceptable to it; 
and whether—if Pepco’s right to terminate a sliding scale ar¬ 
rangement under paragraph 18 of the Utility Law, p. 3, supra, 
be assumed for the sake of argument—the order can stand 
apart from Pepco’s assent. 

Paragraph 18, as we read it, requires the assent of both the 
utility and the Commission to its establishment. The language 
so states, and agreement is implicit because there is contem¬ 
plated a continuing arrangement according to stated ratios of 
rates to return and other precise details. It might well be de¬ 
cided that the right of the Commission to make reasonable 
changes not agreed to by the utility is a “contractual” part of 
the arrangement in view of the wording of the last two sen¬ 
tences of paragraph 18 and that an agreement modified only to 
such extent is therefore still “binding” upon the utility. If 
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this is so, the present order cannot be set aside by Pepco if we 
have demonstrated that the changes were not unreasonable. 

We prefer however to rest on the proposition that it is im¬ 
material whether the arrangement has been or may be de¬ 
stroyed as an “agreement” with Pepco. We assert that—ignor¬ 
ing for the moment the errors raised by our own appeal—the 
order can stand as a proper exercise of the Commission’s regu¬ 
latory powers. 

Pepco says this is not so because in the absence of its “agree¬ 
ment” to a particular rate base one can be lawfully established 
only after a separate valuation proceeding and that it must 
proceed according to the rule of Smyth v. Ames , (169 U. S. 
466) which it claims was codified in the Utility Law. There 
are several reasons why this position is untenable. 

The Utility Law does not order the fixing of a rate base, nor 
prescribe any other particular technique for fixing rates. It is 
true that the Commission is directed by paragraph 6 to as¬ 
certain replacement cost and by Paragraph 7 to determine “fair 
value”; but there is no direction that the information shall be 
used in a particular way. In the Pipeline and Hope cases the 
Supreme Court was concerned with a statute which was very 
similar to ours in directing the Federal Power Commission to 
investigate facts other than actual cost which may bear on “fair 
value” ; 41 yet had no difficulty in holding that reproduction cost 
is not a necessary—and probably not even a proper—element 
in the problem. The Utility Law gives the Commission sweep¬ 
ing inquisitorial powers over utilities and their accounts and 
expenditures, authorizes it to change rates when it finds they are 
improper, and to control quality of service and employment 
practices. The sweeping powers vested in the Commission are 
controlled only by the mandate of paragraph 2 that rates shall 
not be unjust, unreasonable or discriminatory. 

The claim that the language of paragraph 7 requiring the 
Commission to “value the property—actually used and use¬ 
ful—at the fair value thereof at the time of the valuation” was 
a codification of Smyth v. Ames, is untenable. “Fair value” 


* l Natural Gas Act, 52 Stat. S21, 15 U. S. C., section 717 (e). 
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is not defined. If it be conceded, arguendo, that under the 
decisions up to 1913 reproduction cost was thought to be a con¬ 
trolling element of fair value it does not follow that the defini¬ 
tion of “fair value” cannot keep abreast of changing concepts. 
In Utah Power & Light Co. v. P. U. C. (Supreme Court, Utah) 
152 P. (2d) 542, 558, speaking in answer to the same argument 
and with reference to a statute which provided that valuations 
“found by the commission shall be the valuation of the public 
utility for all purposes provided in this chapter,” the Court 
said: 

“It would be contrary to common sense to hold that the 
legislature meant ‘just and reasonable’ only as defined 
by the courts at the time of Smyth v. Ames and to hold 
that the legislature would, in order to authorize the 
Commission to use prudent investment, be required to 
reenact the statute saying that it meant ‘just and reason¬ 
able’ as that term is used today. To the contrary it 
'must be assumed that the legislature contemplated that 
the concept of that w’hich is ‘just and reasonable’ might 
change w’ith social trends.” 

We direct the Court’s attention particularly to w T hat the Su¬ 
preme Court said in “laying the ghost of Smith v. Ames” at pp. 
601-607 in the Pipeline case, supra (315 U. S. 575). Smyth v. 
Ames is dead beyond recall. Any definition of fair value which 
is a part of it fell with it. In the light of the language in the 
Pipeline case and the decision in that and the Hope cases, we 
think it would require more definite language than is found in 
the Utility Law’ to support Pepco’s position. 

This brings us to our final point relating to the immediate 
issue, namely, that Order 2796 could have been reached by the 
Commission under an exercise of its statutory powers quite 
apart from a relationship to the sliding scale arrangement. 
A reading of Order 2796 as a w’hole shows that there was a full 
hearing of all parties in interest and that if the order is not de¬ 
fective for any of the errors of law assigned in the United States’ 
appeal it fulfilled all the requirements of a proper rate proceed¬ 
ing and determination required by present standards. The 
use of one half of 1943’s excess earnings as a yardstick to meas- 
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ure the reduction was in accordance with the sliding scale tech¬ 
nique, but the adoption of that or any reasonable figure as the 
measure of reduction would have been entirely proper wholly 
apart from the arrangement so long as the end result was not 
unjust or unfair. The Commission said at App. 18 that if the 
sliding scale were abandoned ‘‘the problems confronting the 
Commission would differ but slightly from those here pre¬ 
sented'’. We think they might more accurately have said that 
they would not differ at all. j 


As to the order to be entered in the event of sustaining the 
appeal of the United States 

Paragraph 66 limits determinations “upon any appeal”;to 
questions of law. Paragraph 65 limits the District Court, and 
probably this court also, to either dismissing or affirming the 
orders of the Commission. If it be decided that errors w^re 
committed as alleged in the United States’ appeal and the Court 
should thereupon dismiss Order 2796, serious questions might 
arise as to the lawful rates between the date of Order 2796 and 
the date of a new order. Ex hypothesi the rates would have 
been held too high; yet the old 1943 rates might be claimed,to 
be still in effect because of the provisions of paragraphs 24, 30 
and 63 that rates fixed by the Commission shall be the lawful 
rates until held otherwise by the Court. 

The way to meet this impasse is to remand the case to the 
District Court with instructions to it to retain the case until the 
Commission—guided by the principles declared by this Court 
in its opinion—shall file an amended order in accordance with 
paragraph 69. It is to be presumed that the Commission will 
do so. The amended order can then be affirmed by the Court, 
and under the provisions of paragraph 69 will be effective as 
of the date of Order 2796. Authority for this procedure is 
found in Addison v. Holly Hill Fruit Products, 322 U. S. 607, 
620-623; and I. C. C. v. Railway Labor Executives Assn., 315 
U. S. 373. i 



S' S' 


42 


CONCLUSION 

For the foregoing reasons the appeal of Pepco should be held 
be without merit; and the objections of the United States 
Order 2796 should be sustained. 

Respectfully submitted. 

John F. Sonnett, 

Assistant Attorney General. 
Edward M. Curran, 

United States Attorney. 
Attorneys for Appellant. 

Of counsel: 

J. Francis Hayden, 

Special Assistant to the Attorney General 
Marvin C. Taylor, 

Attorney, Department of Justice 
Alan Johnstone, 

General Counsel, Federal Works Agency 
William G. Helfrich, 

Chief Counsel, Procurement Division, 

Treasury Department. 
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APPENDIX A 

Material Statutes i 

Public Utilities Law of the District of Columbia, Act of March 
4,1913,37 Stat. 974, Section 8 

Par. 2. That every public utility doing business within the 
District of Columbia is required to furnish service and facil¬ 
ities reasonably safe and adequate and in all respects just alnd 
reasonable. The charge made by any such public utility for 
any facility or services furnished, or rendered, or to be furnished 
or rendered, shall be reasonable, just, and nondiscriminatOry. 
Every unjust or unreasonable or discriminatory charge for such 
facility or service is prohibited and is hereby declared unlawful. 
Every public utility is hereby required to obey the lawful 
orders of the commission created by this section. 

Par. 16. That every public utility shall carry a proper and 
adequate depreciation account. The commission shall ascer¬ 
tain and determine what are the proper and adequate rates 
of depreciation of the several classes of property of each public 
utility. These rates shall be such as will provide the amounts 
required over and above the expense of maintenance to keep 
such property in a state of efficiency corresponding to the prog¬ 
ress of the industry. Each public utility shall conform its 
depreciation accounts to such rates so ascertained and deter¬ 
mined by the commission. The commission may make 
changes in such rates of depreciation from time to time as it 
may find to be necessary. The commission shall also prescribe 
rules, regulations, and forms of accounts regarding such depre¬ 
ciation which the public utility is required to carry into effect. 
The commission shall provide for such depreciation in fixing 
the rates, tolls, and charges to be paid by the public. All 
moneys in this fund may be expended in keeping the property 
of such public utility in repair and good and serviceable condi¬ 
tion for the use to which it is devoted, or invested, and, if in- 

( 43 ) ! 
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vested, the income from the investments shall also be carried 
in the depreciation fund. This fund and the proceeds thereof 
shall be used for no other purpose than as provided in this para¬ 
graph, unless with the consent and by order of the commission. 

Par. 18. That nothing in this section shall be taken to pro¬ 
hibit a public utility, with the consent of the commission, from 
providing a sliding scale of rates and dividends according to 
what is commonly known as the Boston sliding scale, or other 
financial device that may be practicable and advantageous to 
the parties interested. No such arrangement or device shall be 
lawful until it shall be found by the commission, after investi¬ 
gation, to be reasonable and just and not inconsistent with the 
purposes of this section. Such arrangement shall be under the 
supervision and regulation of the commission. The commis¬ 
sion shall ascertain, determine, and order such rates, charges, 
and regulations, and the duration thereof, as may be necessary 
to give effect to such arrangement, but the right and power to 
make such other and further changes in rates, charges, and regu¬ 
lations as the commission may ascertain and determine to be 
necessary and reasonable, and the right to alter or amend all 
orders relative thereto, is reserved and vested in the commission 
notwithstanding any such arrangement and mutual agreement. 

Par. 62. That the commission may, at any time, upon notice 
to the public utility and after opportunity to be heard as pro¬ 
vided in paragraph forty of this section, rescind, alter, or amend 
any order fixing any rate or rates, tolls, charges, or schedules, or 
any other order made by the commission, and certified copies of 
the same shall be served and take effect as herein provided for 
original orders. 

Par. 75. That no public utility shall declare any stock, bond, 
or scrip dividend or divide the proceeds of the sale of any stock, 
bond, or scrip among its stockholders. 

Par. 92. That the provisions of this section shall be inter¬ 
preted and construed liberally in order to accomplish the pur¬ 
poses thereof, and where any specific power or authority is 
given the commission by the provisions of this section the 
enumeration thereof shall not be held to exclude or impair any 
power or authority otherwise in this section conferred on said 
commission. The commission hereby created shall have, in 
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addition to the powers in this section specified, mentioned, and 
indicated all additional, implied, and incidental power which 
may be proper and necessary to effect and carry out, perforin, 
and execute all the said powers herein specified, mentioned, and 
indicated. A substantial compliance with the requirements of 
this section shall be sufficient to give effect to all the rules, 
orders, acts, and regulations of the commission, and they shall 
not be declared inoperative, illegal, or void for any omission of 
a technical nature in respect thereto. That each paragraph of 
this section, and every part of such paragraph, are hereby de¬ 
clared to be independent paragraphs and the holding of sifny 
paragraph or paragraphs or part or parts thereof to be vpid, 
ineffective, or unconstitutional for any cause shall not be deemed 
to affect any other paragraph or part thereof. 


Antimerger Law, Act of March 4,1913, 37 Stat. 1006, ; 

Section 11 

Sec. 11. That it shall be unlawful for any foreign public 
utility corporation, or for any foreign or local holding corpora¬ 
tion, or for any local street railroad corporation, gas corporation, 
electric corporation, telephone corporation, telegraph corpora¬ 
tion, or any other local public utility corporation, directly or 
indirectly, to own, control, or hold or vote stock or bonds of any 
public utility corporation organized under any general incor¬ 
poration law or special Act of the United States or authorized 
under any law of the United States to do business in the Dis¬ 
trict of Columbia, except as heretofore or hereafter expressly 
authorized by Congress; and it shall be unlawful for any public 
utility corporation organized or authorized as aforesaid to sell 
or transfer any portion of its stock or bonds to any other public 
utility corporation or holding corporation whatsoever, unless 
heretofore or hereafter expressly authorized by Congress so to 
do; and every contract, transfer, agreement to transfer, or as¬ 
signment by any said public utility corporation organized or au¬ 
thorized as aforesaid of any portion of its stock or bonds with¬ 
out such authority shall be utterly void and of no effect. That 
the District Court of the United States for the District: of 
Columbia, on application of the District of Columbia by its 
Commissioners or attorney, or on application of the United 
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States by its proper officer, or on application of any shareholder 
interested in any such corporations, shall have jurisdiction in 
equity to dissolve any public utility corporation organized under 
any general incorporation law or special section of the United 
States, or authorized under any law of the United States to do 
business in the District of Columbia, for violation of any of the 
provisions of this section or of their charters; and further, to 
require any foreign public utility corporation, or foreign or 
local holding corporation which owns, holds, or controls, or 
which shall hereafter own, hold, or control any such stock or 
bonds contrary to any of the provisions of this section, to sell or 
dispose of the same and to refrain from voting such stock or 
bonds: Provided, That in case the allegations in any bill filed 
in said court relate to the ownership of stock or bonds of a local 
corporation by any foreign corporation, then it must be shown 
to the satisfaction of the court that such ownership includes at 
least twenty per centum of the capital stock of the local 
corporation. 

That the word “foreign” when used in this section shall be 
construed to mean foreign to the District of Columbia, and the 
word “local” when used in this section shall be construed to 
mean local in the District of Columbia. 

Antimerger Amendment, Act of March Jf, 1925, JfS Stat. 1265 

* * * any or all of the street railway companies operat¬ 

ing in the District of Columbia, be, and they are hereby, au¬ 
thorized and empowered to merge or consolidate, either by pur¬ 
chase or lease by one company of the properties, and/or stocks 
or securities of any of the others, or by the formation of a new 
corporation to acquire the properties, and/or stocks or securities 
and to succeed to the powers and obligations of each or any of 
said companies under such terms and conditions as may be 
agreed upon by vote of a majority in amount of the stock of the 
respective corporation and as may be approved by the Public 
Utilities Commission of the District of Columbia; Provided, 
That no merger of said companies shall be finally consummated 
until the same is approved by a joint resolution of Congress. 
Such new corporation shall be incorporated under the provi- 
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sions of'Subchapter IV, Chapter XVIII of the Code of Law of 
the District of Columbia as far as applicable, with issues of 
stock at a stated par value and/or of no par value, as may be 
approved by the Public Utilities Commission. 

Sec. 2. The inhibitions and restrictions contained in sectipn 
11 of the Act of March 4, 1913 (commonly known as the anti- 
merger law, Public Numbered 435, Thirty-seventh Statutes at 
Large, page 1006), be, and the same are hereby, removed so 
far, and only so far, as they affect the acquisition by any corpo¬ 
ration of the stocks or bonds of any of the corporations referred 
to in the foregoing section. j 


! 
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APPENDIX B 


Chronology and details of changes in wording of sliding 

scale arrangement 

December 31,192 4 . —“Consent Decree” containing the origi¬ 
nal sliding scale arrangement in the form printed at pages 57 
to 64 of Joint Appendix. 

1926, 1927, 1928, 1929, 1930. —Rates reduced each year but 
excess earnings above 7 1 />7° for years 1925 to 1930, inclusive, 
were respectively $702,776.92, $800,587.68, $698,500.46, $1,220,- 
999.49, $1,360,837.20, $1,583,624.05. 

Year 1930. —Investigation of Pepco's accounts by Commis¬ 
sion. Finding that the rate of return was excessive. Order 
892. 

June 8,1931—Order 919. —Finding that “the rate of return 
yielded by the existing sliding scale is excessive and unreason¬ 
able.” Basic rate reduced from 7 */>% to 7%. Wording of 
sliding scale amended by substituting in place of the words in 
the consent decree reading as follows: 

“If the rate for any one year should amount to $100,- 
000 over and above 7Y>% on the base as obtained as 
aforesaid, then the rates for the succeeding year to be 
charged the public shall be automatically reduced by the 
filing of new rate schedules to absorb $50,000 of such ex¬ 
cess during such year” 

the following language: 

“If the said excess [over 7%] shall be not more than 
1% of the rate base, returns for the following 12 months 
based upon the business done during the 12 months 
in which such service occurred shall be adjusted so that 
the gross receipts of the company shall be reduced by 
one-half of such excess.” [Italics supplied.] 

( 48 ) 
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The order also provided a schedule of brackets for reductions 
increasing as excess earnings over the basic return increased. 

September 1931. —Pepco appealed to Supreme Court of the 
District on the ground that its constitutional rights were in¬ 
vaded and that the sliding scale could be changed only by the 
court. 

July 27,1932. —Court upheld Commission's power to amend 
sliding scale and adopted its schedule increasing reductions 
because of super-normal income. Pepco appealed to Court of 
Appeals. 

February 8, 1933. —Pepco and Commission compromised on 
a different schedule of reductions and embodied it in a decree 
retroactive to January 1, 1933. The schedule of brackets in¬ 
creasing the rate of reductions as excesses over the basic rate 
increases, which is stated in this decree, has been continued to 
the present time. 

1935. —Basic rate reduced from 7% to 6V*>%. 

February 4> 1941. —Order 2000 —Changes the wording to 
substantially the form appearing at App. 5. 

1937. —Basic rate reduced from 6*4% to 6%. 

Order 2796. —Basic rate reduced to 5^4% and arrangement 
modified as stated in App. 1-46. 
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United States Court of Appeals 

For the District of Columbia 


No. 8967 


Potomac Electric Power Company, appellant, 

« 

v. 

; 

Public Utilities Commission of the District of Columbia, 

APPELLEE. 

United States of America, People’s Counsel, interveners. 

BRIEF ON BEHALF OF PEOPLE’S COUNSEL, 

INTERVENER 


STATUTES INVOLVED 

i 

i 

Relevant parts of the statutes involved have been included 
in the brief of the appellant and are, therefore, not included 
herein, in conformity with Rule 17(e)(3) of this Court. 

SUMMARY OF ARGUMENT 

i 

I 

I 

The rate order is sustainable on the basis of the sliding-scale 
, arrangement 

The Public Utilities Commission has the authority and duty, 
under Paragraph 18 of the Act approved March 4, 1913 (D. C. 


1 
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Code, 1940, 43-317, 37 Stat. 980), to modify the sliding-scale ar¬ 
rangement as a means of performing its dnty to establish reason¬ 
able and just rates. Congress has not prescribed any yardstick' 
to be used by the Commission in fixing such rates, but has left 
it exclusively within the judgment and discretion of the Com¬ 
mission to determine. The Company may not withdraw from a 
valid order of the Commission until the expiration of the year 
fixed in the order. 


II 

The rate order is a valid exercise of the authority and duty of the 
Commission under other paragraphs of the Act 

The primary duty of the Commission is to fix just, reasonable, 
and non-discriminatory rates as provided in Paragraph 2 of the 
Act (D. C. Code, 1940, 43-301, 37 Stat. 977). So long as the order 
meets this test it matters not under what paragraphs the Com¬ 
mission acted. The Company is not claiming confiscation of its 
property and is therefore in no position to complain about the 
method employed by the Commission in arriving at its order. 
The order shows upon its face that the Company will earn a 
sufficient return to enable it to meet all of its capital obligations, 
pay reasonable dividends, and retain in surplus a reasonable 
amount of earnings, which is all the Company is entitled to. 

ARGUMENT 

I 

The rate order is sustainable on the basis of the sliding-scale 

arrangement 

Pursuant to Paragraph 18 of the Act creating the Public 
Utilities Commission, approved March 4, 1913, the Company 
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and the Commission entered into a sliding-scale arrangement 
in the form of the Consent Decree in Equity No. 53341, there¬ 
by bringing to a termination long years of litigation involving 
the rates, etc., of the Potomac Electric Power Company at 
that time. The basic elements of the arrangement as set out 
in ther Consent Decree were as follows: 

1. RATE BASE —The Commission was to determine I 
the fair value of property used and useful as of j 
January 1, 1925, including Maryland property, at 
$32,500,000.00. ' 

j 

2. RATE OF RETURN —Rates for 1925 were to be j 
based upon a return of 7%>% of the fair value of 
$32,500,000.00, plus estimated cost of additions 
undepreciated and weighted. 

I 

3. ALLOWED DEPRECIATION —The deprecia- ! 
tion reserve as of December 31, 1924, was fixed at 
approximately $4,000,000.00 with the provision j 
that interest on the reserve be accrued on a 4% 
basis as an accretion to the reserve. A formula was 
established for the calculation of rates of depre¬ 
ciation under which, when the depreciation reserve 

is below 15% of the rate base, the rate of depre- 1 
ciation would be used at 2.3 % . As the deprecia- ; 
tion reserve approached 20% of the rate base the j 
rate of depreciation is reduced by .2% for each 
increase of 1%: in the ratio until a 20% ratio is j 
reached, and thereafter the accretions to the depre¬ 
ciation reserve are to be such as not to create a 
reserve in excess of the rate base. Accruals so de¬ 
termined after deduction of the interest on the 
reserve were to be charged as an expense of oper- j 
ation. 

j 

4. RATE ADJUSTMENT —Provision was made for I 
reduction of rates in the event the return was in 
excess of the basic rate of return in the following ; 
terms: 
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“If the rates hereafter yield more than a 7*4% 
return on $32,500,000 plus actual cost of future 
additions undepreciated but weighted during a 
period of any one year, one-half of said excess 
shall be used in reduction of rates to be charged 
the public for electric service thereafter, thereby 
providing a sliding scale of rates under the pro¬ 
visions of Paragraph 18 of the Act creating the 
Public Utilities Commission, advantageous to 
the public and the Company alike; that is to say, 
by way of example, if the return for any one 
year should amount to $100,000 over and above 
7on the base ascertained as aforesaid; then 
the rates for the succeeding year to be charged 
the public shall be automatically reduced by the 
filing of new rate schedules to absorb $50,000 of 
such excess during such year.” 

Provision was also made for increase of rates in the 
event the return fell below the basic rate of return, 
in the following terms: 

“If the average return for any consecutive 5- 
year period falls below 7i/>% on the base ascer- I 

tained as aforesaid, or if the average rate for any 
consecutive 3-year period falls below 7% on the 
base ascertained as aforesaid, or if the return for 
any consecutive 12-month period falls below 
614% on the base ascertained as aforesaid, the 
Commission shall promptly increase rates so as 
to yield 7i/>% on the base ascertained as afore¬ 
said.” 

It will be observed from Order No. 2796 that the Commis¬ 
sion modified the basic element of rate base from an unde¬ 
preciated one to a depreciated one. The second basic element i 
modified was the rate of return, which was reduced from 6% \ 

to 5i/>%. The third basic element of allowed depreciation was 
modified by eliminating the requirement that the Company 
accrue interest at the rate of 4% on the depreciation reserve, 



5 


I 


and eliminated the 20% limitation on the depreciation reserve 
by modifying and substituting in lieu thereof a straight-line, 
service-life method of depreciation. The fourth basic element 
of rate adjustment was modified by providing that the rate 
adjustments should be reflected in net operating income in¬ 
stead of as a reduction in gross operating income, and that 
such rate adjustments should be predicated upon the result of 
operations during the calendar year instead of adjustments 
being absorbed over a ten-month period. 

Comparing the modifications of the sliding scale as set forth 
in Order Xo. 2796 with the provis.ons of the original sliding- 
scale arrangement, it is perfectly obvious that the Commis¬ 
sion has not abrogated the sliding-scale plan as contended by 
the Company, nor is the same illegal and invalid, as contended. 
Paragraph 18 of the Act expressly reserved to the Commission 
the power and absolute duty to modify the terms of such an 
arrangement when changing conditions necessitated revision. 
Congress intended by Paragraph 18 when it said: “The Com¬ 
mission shall ascertain, determine, and order such rate^, 
charges and regulations, and the duration thereof, as may bb 
necessary to give effect to such arrangement, but the right and 
power to make such other and further changes in rates, 
charges and regulations as the Commission may ascertain and 
determine to be necessary and reasonable, and the right tp 
alter or amend all orders relative thereof, is reserved and 
vested in the Commission, notwithstanding any such arrange¬ 
ment and mutual agreement” (italics supplied) to pro¬ 
vide the Commission with the necessary power to change the 
arrangement whenever in its judgment changes were neces¬ 
sary in the public interest. This is not the first time one of the 
basic elements of the sliding-scale arrangement has been modi* 
fied by the Commission. The Commission, by its Order Not 
919 dated June 8, 1931. after notice and hearing, reduced thb 
basic rate of return from 7*4% to 7%. The Company appealed 
from that order (Equity X*o. 53475) on the same identical 
ground, among others, namely, that the Commission was with- 
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out power to modify the arrangement without its consent. In 
that appeal the Commission, through its counsel, filed a mo¬ 
tion to dismiss the petition of appeal. In overruling the mo¬ 
tion on other grounds, Mr. Justice Wheat, in a memorandum 
opinion, said: 


‘The motions to dismiss must be overruled. The 
order complained of is one reviewable under Para¬ 
graph 64 of the Law creating the Public Utilities 
Commission and the allegations of the bill are suffi¬ 
cient to require an answer. 


“I do not wish to be understood, however, as up¬ 
holding the contention that the order challenged is 
invalid because it is in disregard of the so-called Con¬ 
sent Decree of December 31, 1924. Neither that de¬ 
cree, nor the agreement upon which it was based, had, 
or could have had, under the statute, the effect of 
settling permanently the question of the proper rates 
to be charged by the plaintiff. That question pre¬ 
sents a continuing problem to be solved from time 
to time as it arises. So is the power of the Commis¬ 
sion to solve it a contining power, to be exercised from 
time to time according to the need. Correspondingly, 
the duty of the Commission is a continuing duty. 
Neither a court decree nor an agreement can deprive 
the Commission of that power or absolve it from that 
duty. All this seems plain from a reading of the stat¬ 
ute. The validity of Order No. 919 is challenged, 
however, upon other grounds which cannot be de¬ 
cided upon a motion to dismiss.” 

Mr. Justice Luhring, before whom the case was tried on its 
merits, in a memorandum, stated in part: 


“* * * This question was considered by Chief Justice 
Wheat in disposing of a preliminary motion therein 
and in a memorandum opinion he said: 
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“‘Neither that decree (the so-called consent de¬ 
cree) nor the agreement upon which it was based, j 
had, or could have had, under the statute, the effect 
of settling permanently the question of the proper 
rates to be charged by the plaintiff. The question 
presents a continuing problem to be solved from 
time to time as it arises. So is the power of the 
Commission to solve it a continuing power, to be 
exercised from time to time according to need, j 
Correspondingly, the duty of the Commision is a 
continuing duty. Neither a court decree nor an 
agreement can deprive the Commission of that j 
power or absolve it from that duty.’ 

I 

“I am in accord with the opinion of the Chief 
Justice. * * * 

***** 

i 

! 

“I, therefore, find that the Public Utilities Com- j 
mission had jurisdiction to issue Order 919, and to j 
alter or amend the existing sliding-scale arrange- ; 
inent.” j 

So, also, in the case of V'mson et al. v. Washington Gas 
Light Co., 321 U, S. 4S9, that Court also recognized the author¬ 
ity and duty of the Commission to alter and amend the sli<|l- 
ing-scale arrangement. The Court said: 

“* * '* Such arrangement must operate under the 
supervision and regulation of the Commission, may 
be altered and amended, and may be terminated by 
the Commission (S 43-317).” 

The Company next contends that in view of the fact that 
the Commission modified the sliding scale without its consent, 
the order is invalid, and therefore the Commission was re¬ 
quired to fix rates of the Company in accordance with provi¬ 
sions of the Act otherwise applicable, namely. Paragraphs 6. 
7. and 16 of the Act. as set forth in Sections 43-305, 306, and 
315, 1940 D. C. Code, respectively. 


i 

i 
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The Company contends that in the absence of a sliding-scale 
arrangement the Commission must find the fair value of the 
property used and useful for the convenience of the public at 
the fair value thereof at the time of said valuation. In order 
to do this, it contends the Commission must consider recon¬ 
struction cost for the reason that Paragraph 6 requires this to 
be done. The language in Paragraph 6 has not been changed 
since it was originally enacted in 1913. By express, clear, and 
definite language, the Congress said: “* * * as soon and as 
nearly as practicable * * *” the Commission shall ascertain 
the facts therein enumerated, and that “* * * whenever the 
information required by this paragraph is obtained, it shall 
be printed in the annual report of the Commission * * *” to 
the Congress. There is not one word in this section indicating 
that Congress intended to establish a yardstick to be used by 
the Commission in determining fair value for rate-making pur¬ 
poses. The Company argues that this Act was passed in light 
of the case of Smyth v. Ames, 1(59 U. S. 466, decided by the 
Supreme Court of the United States in 189S. The Court, in 
that case, laid down what it considered to be items to be con¬ 
sidered by the regulatory body in determining fair value. Had 
Congress intended to incorporate in the Act under discusssion 
the items to be considered in fixing fair value, as declared by 
Smyth v. Ames, it is strange that it only included some of the 
items mentioned in that case. Paragraph 6 does not require 
a finding of the market value of stock and bonds, probable 
earning capacity of the property under rate? prescribed by 
statute, or the sum required to meet operation expenses as 
laid down by Smyth v. Ames. 

It is inconceivable that the Congress intended Paragraph 6 
to lay down any yardstick for fixing value of the Company’s 
property, for it provided therein that the Commission: 

“shall ascertain the outstanding stock, bonds, deben¬ 
tures, and indebtedness, and the amount respectively 
thereof, the date when issued, to whom issued, to 
whom sold, the price paid in cash, property or labor 
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therefor, what disposition was made of the proceeds, 
by whom the indebtedness is held so far as ascertain¬ 
able., the amount purporting to be due thereon, the 
floating indebtedness of the public utility, the credits 
due the public utility, * * * the judicial or other sales 
of said public utility, its pioperty or franchises, and | 
the amounts purporting to have been paid and in ; 
what manner paid therefore, and the taxes paid 
therefor, and the taxes paid thereon. * * * It shall also 
ascertain in detail the gross and net income of the ; 
public utility from all sources, the amounts paid for 
salaries to officers, and the wages paid to its em¬ 
ployees and the maximum hours of continuous serv¬ 
ice required of each class.” 

! 

Not a single one of the last-mentioned items reflects in the 
slightest degree upon value of the Company’s property. Yet 
this is the construction the appellants are asking this Court to 
place upon Paragraph 0. I respectfully submit that if Con¬ 
gress had intended Paragraph 6 to be a yardstick for deter¬ 
mining value, it would have used express language to this 
effect: ‘‘The Commission, in determining the value of the 
property of every utility, shall consider the original cost bf 
construction, etc.” But Congress did not so prescribe. It mere¬ 
ly provided that “Whenever the information required by this 
paragraph is obtained it shall be printed in the annual report 
of the Commission” to Congress. Congress was establishing la 
public utility agency for the first time, and it wanted to be 
certain that the agency had full, adequate and complete in¬ 
formation about the utility in order that it could effectively 
regulate the same. In requiring such information to be re¬ 
ported to Congress it wanted to be fully informed also as to 
the condition of the utility. No more plain and simple lan¬ 
guage could have been employed by Congress to express its 
intent. 

A review of the legislative history of the present Act dis¬ 
closes that the first bill to regulate public utilities in the Dis¬ 
trict of Columbia was introduced in the Senate in 190S by Sen- 
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atcr LaFollette. Section 6 of that bill corresponded to the 
present Section 7 of existing law, but included the following 
provision: 

“In determining the value of such property, no fran¬ 
chise or privilege granted to such public utility by 
Congress or the Commissioners of the District of 
Columbia shall be appraised, fixed or considered to 
any greater sum or value than the sum paid therefor 
into the Treasury of the United States for the credit 
of the fund of the District of Columbia.” 

When Congress finally passed the present Act this late- 
quoted sentence was left out of Section 7. This further shows 
that Congress did not intend to lay down any yardstick in 
determining value. If, as the Company contends. Paragraph 
6 is the yardstick, w’hy then, in the final Act, did Congress 
not include the element of franchise costs in that section? 

The Company’s next contention is that it has withdrawn 
from the sliding-scale arrangement and therefore is not bound 
thereby. For 19 years this Company has been regulated by 
the sliding-scale arrangement, as modified from time to time 
by the Commission. Not until the hearing had been half com¬ 
pleted did the Company indicate that it would be unwilling 
to abide by the sliding-scale arrangement if it was substan¬ 
tially modified. It did not withdraw from the sliding-scale 
arrangement but its president testified that if the Commission 
modified the arrangement he would recommend to the Board 
of Directors that the Company withdraw’. I challenge the 
Company to show from the record that either before the hear¬ 
ing, or during the hearing, prior to the issuance of said Order 
No. 2796, it withdrew from the arrangement. I will concede 
that the Company has the right to withdraw from the arrange¬ 
ment upon reasonable notice, to take effect at the expiration 
of the year in which it is in force, but certainly it was not the 
intention of Congress to permit the Company to have two 
bites at the same cherry. Yet this is exactly wrhat the Com- 
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pany says it is entitled to. In other words, the Company says 
to the Commission, “If we are satisfied with your modifica¬ 
tions of the sliding-scale arrangement, we will accept it; other¬ 
wise we will reject it and hold for naught the time and money 
consumed in conducting the hearing.” I respectfully submit 
that even though the Company should withdraw from the 
existing sliding-scale arrangement, the Commission could issue 
the same identical order without the consent of the Company, 
for the reason that the Commission is charged with the duty 
of fixing just, reasonable, and nondiscriminatory rates that 
will yield a fair return to the Company on its property used 
and useful in rendering service to the public. If any order, of 
the Commission meets this test, it is all that can be demanded 
by the utility. 

i 

! 

The rate order is a valid exercise of the authority and duty of the 
Commission under other paragraphs of the Act 

I respectfully submit that the case of Securities and Ex¬ 
change Commission v. Chenery Cory ., 318 U. S. SO, relied upon 
by appellant, is distinguishable from the present case. In that 
case, the Commission purported to base its decision upon 
Paragraph 7 of its Act and applied erroneous principles of 
equity to the facts found by it in its order. In disposingj of 
this case the court said: 

i 

i 

“If, therefore, the rule applied by the Commission j 
is to be judged solely on the basis of its adherence to ; 
principles of equity derived from judicial decisions, j 
its order plainly cannot stand. As the Commission 
concedes here, the courts do not impose upon officers j 
and directors of a corporal : on any fiduciary duty to j 
its stockholders which precludes them, merely be¬ 
cause they are officers and directors, from buying and 
selling the corporation’s stock. * * * (Pg. 88) 
***** 
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“* * * And judged by those standards, i.e., those 
which would be enforced by a court of equity, we 
must conclude that the Commission was in error in 
deeming its action controlled by established judicial 
principles. (Pg. 90) 

♦ * * * * 


“* * * But before transactions otherwise legal can 
be outlawed or denied their usual business conse¬ 
quences. they must fall under the ban of some stand¬ 
ards of conduct, prescribed by an agency of govern¬ 
ment authorized to prescribe such standards—either 
the courts or Congress or an agency to which Congress 
has delegated its authority. Congress itself did not 
proscribe the respondents’ purchases of preferred 
stock in Federal. Established judicial doctrines do not 
condemn these transactions. Nor has the Commis¬ 
sion, acting under the rule-making powers delegated 
to it by § 11(e), promulgated new general standards 
of conduct. It purported merely to be applying an 
existing judge-made rule of equity. The Commis¬ 
sion’s determination can stand, therefore, only if it 
found that the specific transactions under scrutiny 
showed misuse by the respondents of their position as 
reorganization managers, in that as such managers 
they took advantage of the corporation or the other 
stockholders or the investing public. The record is 
utterly barren of any such showing. Indeed, such a 
claim against the respondents was explicitly dis¬ 
avowed by the Commission. (Pg. 93) 


“Judged, therefore, as a determination based upon 
judge-made rules of equity, the Commission’s order 
cannot be upheld. Its action must be measured by 
what the Commission did. not by what it might have 
done. It is not for us to determine independently 
what is ‘detrimental to the public interest or the in¬ 
terest of investors or consumers’ or ‘fair or equitable’ 
within the meaning of $§ 7 and 11 of the Public Util¬ 
ity Holding Company Act of 1935. The Commis- 
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sion's action cannot be upheld merely because find- j 
ings might have been made and considerations dis- j 
closed which would justify its order as an appropriate j 
safeguard for the interests protected by the Act. j 
There must be such a responsible finding. Compare 
United States v. Chicago M., St. P. and P. R. Co., 

294 U. S. 499, 510, 511, 79 L ed. 1023, 1031, 1032, 55 : 

S. Ct. 462. There is no such finding here.” (Pg. 93) 

In the case before the Court the primary duty of the Com¬ 
mission under the Public Utilities Act is to fix just, reasonable, 
and non-discriminatory rates, just and reasonable to the 
Company insofar as an overall return to the Company will not 
amount to a taking of its property in violation of the 14;th 
Amendment to the Constitution. Paragraph 18 of Section! 8 
provides: 


“No such arrangement or device shall be lawful until 
it shall be found by the Commission, after investiga¬ 
tion, to be reasonable and just, and not inconsistent 
with the purposes of this section.” 


This “section” means all of the provisions of the entire Act. 
There is not one word in the Act which lays down any yard¬ 
stick as to how the Commission shall arrive at just and rea¬ 
sonable rates, but this is left exclusively to the Commission, 
subject only to the limitation of the Constitution that the 
rates established were not so unreasonable as to amount to a 

j 

taking of its property. The Company is not claiming confis¬ 
cation in this case, but is merely complaining of the method 
employed by the Commission in reaching its decision. 

The purpose of the Act is set forth in Paragraph 2 thereof, 
wherein it is provided: 


“That every public utility doing business within 
the District of Columbia is required to furnish serv¬ 
ice and facilities reasonably safe and adequate and in 
all respects just and reasonable. The charge made 
by any such public utility for any facility or services 
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furnished, or rendered, or to be furnished or rendered, 
shall be reasonable, just, and non-discriminatory. 

# * * yy 


So long as any order issued by the Commission establishes 
rates which are reasonable, just, and nondiscriminatory, and 
do not amount to confiscation of the Company’s property used 
and useful in rendering service, it matters not in what form 
the order is drawn. Assuming, for the sake of argument, that 
the Commission had proceeded under other paragraphs of the 
Act than Paragraph IS, could it not have found an undepre¬ 
ciated rate base based upon prudent investment, even though 
the Company and the Commission had put in evidence the 
reproduction value? It is now well settled that reproduction 
value figures are so unreliable as not to warrant any weight 
being given to them by the regulatory body. Likewise, the rate 
of return, the allowance for depreciation, and the rate reduc¬ 
tions could all have been promulgated as the result of a hear¬ 
ing conducted under Paragraphs 2, 7, and S of the Act. 

Although the Company had the opportunity to offer evi¬ 
dence of reproduction value, it did not do so and cannot now 
be heard to complain of the order of the Commission. 

It will be noticed that the Company’s appeal is based solely 
upon the power of the Commission to modify the sliding-scale 
arrangement; not that the rates to be charged are so unrea¬ 
sonable as to amount to a confiscation of its property. In the 
case of United Fuel Gas Co. v. Railroad Comm., 278 U. S. 300, 
310, 73 L. Ed. 390, the Court said: 

“The contentions also that the commission was not 
lawfully created under provisions of the state Consti¬ 
tution, and that its order was void because not sup¬ 
ported by findings, have the same and no greater 
force than the objection that the rate is confiscatory. 
Suitors may not resort to a court of equity to restrain 
a threatened act merely because it is illegal or trans¬ 
cends constitutional powers. They must show that 
the act complained of will inflict upon them some ir- 
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! 

reparable injury. As the court below held, appellents, 
as public service companies, are bound by the com¬ 
mon law, if not by statute, to render their service at 
reasonable rates. If the rates are not showm to be j 
confiscatory they cannot complain that the order pur- j 
porting to impose them was void, for they have suf- j 
iercd no injury even though the orc.er was unauthor¬ 
ized.” 

! 

The Company merely complains about the method employed 
by the Commission in arriving at the order. It therefore [is 
conclusively shown that the Company is otherwise satisfied 
that its property has not been confiscated. And, indeed, lit 
should be, for Order No. 2798 shows upon its face that the 
invested capital amounts to <SS7,269,037.00 and that the cost 
of this capital on an annual basis is $4,698,980.00, or an over¬ 
all cost of invested capital of 5.385% including a return of Sj Jo 
on equity capital (App. p. 38). Notwithstanding this, the 
Commission fixed the basic rate of return at 5 1 / -»% which will 
enable the Company to earn a sufficient amount to meet all 
of its capital obligations and to provide an amount for the 
payment of reasonable dividends and the retention in surpliis 
of a reasonable amount of earnings. This is all the Company 
is entitled to earn. And it is not contending otherwise. 

In the case of Federal Power Commission v. Hope Natural 
Gas Co., 320 U. S. 591, 602, the Court said: 

“We held in Federal Power Commission v. Natural j 
Gas Pipeline Co., 315 U. S. 575. 86 L ed. 1037, 62 S. 

Ct. 738, supra, that the Commission was not bound j 
to the use of any single formula or combination of 
formulae in determining rates. Its rate-making func¬ 
tion. moreover, involves the making of ‘pragmatic 
adjustments.’ Id. 315 U. S. p. 586, 86 L ed. 1049, 62 
S. Ct. 736. And when the Commission’s order is chal¬ 
lenged in the courts, the question is whether that j 
order ‘viewed in its entirety’ meets the requirements ! 
of the Act. Id. p. 586. Under the statutory standard i 
of ‘just and reasonable’ it is the result reached not the 
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method employed which is controlling. Cf. Los An¬ 
geles Gas & E. Corp. v. Railroad Commission, 389 
U. S. 287, 304. 305, 314, 77 L ed. 1180. 1191, 1192, 
1197; West Ohio Gas Co. v. Public Utilities Commis¬ 
sion, 294 U. S. 63. 70. 79 L ed. 761. 768, 55 S. Ct. 316; 
West v. Chesapeake & P. Teleph. Co., 295 U. S. 662, 
692, 693, 79 L ed. 1640, 1657, 1658, 55 S. Ct. S94 (dis¬ 
senting opinion). It is not theory but the impact of 
the rate order which counts. If the total effect of the 
rate order cannot be said to be unjust and unreason¬ 
able, judicial inquiry under the Act is at an end. The 
fact that the method employed to reach that result 
may contain infirmities is not then important. More¬ 
over, the Commission's order does not become suspect 
by reason of the fact that it is challenged. It is the 
product of expert judgment which carries a presump¬ 
tion of validity. And he who would upset the rate 
order under the Act carries the heavy burden of mak¬ 
ing a convincing showing that it is invalid because it 
is unjust and unreasonable in its consequences. Cf. 
Railroad Commission v. Cumberland Teleph. ct* 
Teleg. Co., 212 U. S. 414, 53 L ed. 577, 29 S. Ct. 357; 
Lindheimer v. Illinois Tel. Co. supra (292 U. S. pp. 
164. 169, 78 L ed. 1191, 1193, 54 S. Ct. 658); Rail¬ 
road Commission v. Pacific Gas & E. Co., 302 U. S. 
3SS, 401, 82 L ed. 319, 326, 58 S. Ct. 334.” 


CONCLUSION 

For the reasons stated above, it is respectfully submitted 
that the order of the District Court dismissing appellants 
petition of appeal from Order No. 2796 of the Public Utilities 
Commission of the District of Columbia was correct and 
should be affirmed. 


James W. Lauderdale, 
People’s Counsel, 

225 District Building, 
Washington 4. D. C. 
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STATUTES INVOLVED 


Relevant parts of the statutes involved have been included 
in the brief of the appellant and are. therefore, not included 
herein, in conformity with Rule 17(e)(3) of this Court. 


SUMMARY OF ARGUMENT 

I I 

| 

The provisions of the sliding-scale arrangement with respect to 
depreciation, up to Order No. 2796, were not unlawful. The 
District Court did not err in refusing to exclude from the r^te 
base and from equity capital, and in not adding to the depre¬ 
ciation reserve, a portion of the earned surplus 
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The Public Utilities Commission had authority under Para¬ 
graph 18 of the Act (D. C. Code, 1940, 43-317; 37 StaL 980), to 
adopt a sliding-scale arrangement by which just and reasonable 
rates were to be fixed for a utility. Paragraph 16 of the Act (D. C. 
Code, 1940, 43-315; 37 StaL 979), provided, among other things, 
that if the funds representing the reserve for depreciation were 
invested, the income from such investment should be carried in 
the depreciation reserve. That section did not provide that if the 
funds of the depreciation account were invested in the Company’s 
plant, the same should bear interest equal to the basic rate or 
the actual rate of return earned by the Company. The Commis¬ 
sion was left with the discretion as to the interest to be charged 
on this reserve. The Commission has exercised its authority and 
judgment annually in this respect, and this Court cannot now 
review those orders. It is clear from the provisions of the original 
stiding-scale arrangement and its subsequent modifications that 
it was the deliberate intention of the Commission to allow the 
Company a greater return than the basic rate. The sole com¬ 
plaint of appellant is the alleged unlawfulness of the alleged 
unreasonable earnings of the Company for the years 1925 to 
1943, based merely upon the statement of counsel that from com¬ 
putations of the past earnings and viewed in the light of present- 
day conditions, the rates for the prior years were excessive. 

It is well settled that the findings of a public utility regulatory 
body are presumed to be valid, and the burden rests upon him 
who attacks it to show by convincing proof that such findings are 
unreasonable. 

There was not one word of testimony or evidence introduced 
by appellant to substantiate its charge of the illegality of past 
earnings.. In light of the present-day conditions, it appears that 
the past earnings have been excessive, but we cannot apply 
present-day conditions to those over the past 19 years. It must be 
presumed that during each annual investigation the Commis¬ 
sion, as then constituted, was familiar with the existing conditions 
and it applied proper rate-making principles in fixing those rates. 


/ 


It is sound business for a company to retain a part of its earn¬ 
ings in the surplus account and to use such surplus in extending 
its plant. 

Property paid for from earnings belongs to the Company, and 
it is entitled to earn a return thereon. 

{ 

II 

| 

The District Court did not err in sustaining the Commission’s 
action in not admitting Exhibit 74 

i 

i 

Exhibit 74 relates solely to the ownership of stock by holding 
companies, which appellant contends is illegal, but it has abso¬ 
lutely no probative value reflecting in the slightest degree upon 
the matters under investigation by the Commission. It is well 
settled that an intervener cannot enlarge the scope of the investi¬ 
gation. Not only was the matter not being investigated, but the 
Commission has no authority to determine the legality or ille¬ 
gality of the ownership of stock. Congress left this task to the 
exclusive jurisdiction of the District Court on petition of the 
Commissioners of the District of Columbia, the United States 
Attorney, or an interested stockholder. i 

ARGUMENT 

I 

I | 

i 

The provisions of the sliding-scale arrangement with respect to 
depreciation, up to Order No. 2796, were not unlawful. The 
District Court did not err in refusing to exclude from the rate 
base and from equity capital, and in not adding to the depre¬ 
ciation reserve, a portion of the earned surplus 

i 

Authority of the Commission to adopt a sliding-scale ar¬ 
rangement is contained in Paragraph IS of the Act creating 
the Public Utilities Commission, approved March 4. 1913 
(Sec. 43-317 of the 1940 D. C. Code). 


i 
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Pursuant to this authority, the Company and the Com¬ 
mission entered into a sliding-scale arrangement which was 
embodied in a Consent Decree entered in the District Court 
of the United States for the District of Columbia (then the 
Supreme Court of the District of Columbia), thereby termi¬ 
nating litigation in Equity Nos. 35336 and 35341 (App. 57 to 
64). It is perfectly apparent that the Commission at that time 
did not fix the maximum return allowed the Company at 
exactly 7M>%, for it expressly provided that the Company 
could retain all of its excess earnings in any one year but that 
the following year it should reduce its rates by one-half of 
such excess. At the very time it fixed 7*4% as the rate of 
return, it fixed the interest rate of 4% to be credited to the 
reserve for depreciation. I submit that the members of the 
Commission concluded that the total amount of earnings un¬ 
der that arrangement would result in a fair and reasonable 
return to the Company and would result in fair and reason¬ 
able charges to the consumers. 

Appellant contends that the Commission, as constituted 
from 1925 to 1943, should have required the Company to ac¬ 
crue interest on the depreciation reserve at least to the extent 
of the basic rate of return and possibly at the actual rate of 
return earned by reason of Paragraph 16 of Section S of the 
Act. From a reading of that section it clearly appears that 
there is not a word, sentence, of phrase that indicates an in¬ 
tention of Congress that if the funds of the depreciation re¬ 
serve be invested in the plant of the Company, or otherwise 
invested, the rate of interest earned on such investment should 
equal the allowed or actual rate of return earned by the Com¬ 
pany. But this is exactly the contention of appellant. This 
section gives the Commission full authority to exercise its 
judgment in determining what is a proper and adequate depre¬ 
ciation account; the proper rates of depreciation; the changes 
to be made in the rates of depreciation from time to time; 
and the authority to make rules and regulations and forms 
of account which the utillity is required to carry into effect. 
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The Commission has exercised its authority and judgment 
annually in this respect from the very beginning of the sliding- 
scale arrangement by providing that the Company should 
accrue interest at 4% per annum on the depreciation reserve. 
This same contention was made by the United States in the 
case of Vinson v. Washington Gas Light Co., 321 U. S. 4S9. In 
disposing of the question, the Court said: 

“If we consider the petitioners' present position 
we find that the Commission heard all evidence of¬ 
fered, and says it weighed it. The Administrator I 
urged that the straight line method of depreciation ; 
embodied in the sinking fund plan must be discarded 
in favor of a sinking fund method under the force j 
of decisions of this court, a position unsupported by j 
our cases, and evidence was offered to show the re- ; 
suit which would ensue the substitution.” 

It is perfectly apparent from the provisions of the original 
sliding-scale arrangement and its subsequent modifications 
that it was the deliberate intention of the Commission that 
the Company should be allowed a greater or less return than 
the basic rate. This is evidenced by the fact that the sliding 
scale up to 1943 has provided that the Company retain the 
excess above the basic return, and. further, that only 4% 
interest be accrued on the depreciation reserve. The Commis¬ 
sion knew that the depreciation reserve has always been in¬ 
vested in its plant, and further, that the Company was earning 
in excess of this percentage. 

The appellant’s complaint boils down to the proposition that 
the Company has been permitted to earn too great a return 
under the sliding-scale arrangement from 1925 to 1943. Sup¬ 
pose for the sake of argument that there had been no sliding- 
scale arrangement and the Commision had proceeded to regu¬ 
late the rates under other provisions of the Act, and instead 
of fixing the basic rate of return at ?*/> %, it fixed it at 9.59'%, 
the actual rate earned in that year, and suppose further that 
the Commission for each of the succeeding years had also 
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fixed the return at the actual return earned for each year, 
could this Court now review those orders and hold each to be 
invalid? I respectfully submit that it could not, and would 
not. But this is exactly the contention of appellant. 

The three cases relied upon by appellant do not support its 
argument. In the case of Louisiana Railroad Comm. v. Cum¬ 
berland Telcph. ct Teleg. Co., 212 U. S. 414, the Company con¬ 
tested the order of the Commission on the ground that the 
rates fixed thereby were so unjust and unreasonable as to 
amount to a confiscation of its property. It appears from the 
case that it was probable that the Company included in its 
investment a sum earned from Louisiana business set aside in 
the reserve fund and used in extending the system and treated 
as part of investment of the stockholders. But there were no 
figures before the Commission showing this to be a fact, and 
the Company offered no evidence on the question. In dispos¬ 
ing of the claim of confiscation, the Court said: 

“The single question before us is as to the charac¬ 
ter of the rates provided in Order Xo. .552. whether 
such rates are confiscatory, or. if there is any differ¬ 
ence. whether the rates are only unreasonable, unjust, 
and inadequate, although not confiscatory, and there¬ 
fore not in violation of the Federal Constitution. * * * 
What is the amount reserved for payment for de¬ 
preciation? What, if any of it, has been carried into 
capital? How much of the floating debt would carry 
interest which might be charged as against the 
amount of the depreciation fund actually used for 
extensions and additions and charged to capital? All 
these are questions not answered by the evidence in 
the case and it should be made as clear as possible 
before an attempt ought to be made to answer the 
question as to rates.” 

It is plain from reading that case that the sole question be¬ 
fore the Court was the claim of confiscation, and the Court 
said that before that question could be determined, the burden 
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was upon the company to show that the total amount earned 
by it under the Commission’s order was confiscatory, and that 
in determining the total earnings it was incumbent upon tjhe 
Company to show what amount, if any, it reserved for pay¬ 
ments for depreciation, and what, if any, of such amounts was 
carried into the capital structure of the Company. 

Likewise, in Lindheimer v. Illinois Bell Telephone Co., 292 
U. S. 151, the question there was also a question of confisca¬ 
tion claimed by the company, and the Court said: 

i 

j 

“Confiscation being the issue, the company has the j 
burden of making a convincing showing that the j 
amounts it has charged to operating expenses for 
depreciation have not been excessive. * * * Rather, 
it appears that the depreciation reserve to a large j 
extent represents provision for capital additions over 
and above the amount required to cover capital con- ■ 
sumption. This excess in the balance of the reserve ; 
account has been built up by excessive annual allow¬ 
ances for depreciation charged to operating expenses. 

* * * The point is as to the necessity for the annual 
charges for depreciation as made or claimed by the 
company in order to avoid confiscation through the | 
rates in suit. On that point the company has the j 
burden of proof. * * * j 

“We find this point to be a critical one. The ques- i 
tionable amounts annually charged to operating ex¬ 
penses for depreciation are large enough to destroy ■ 
any basis for holding that it has been convincingly 
shown that the reduction in income through the rates 
in suit would produce confiscation.” 

In the case of Federal Power Commission v. Natural Gas 
Pipeline Co., 315 U. S. 575, the Court merely held that an 
order requiring interest to be accrued on the depreciation Re¬ 
serve at the basic rate of return was not confiscatory. 

It will be observed that the sole complaint of appellant! is 
the alleged unlawfulness of the alleged unreasonable earnings 


I 

I 
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of the Company for the years 192.5 to 1943. There was not 
one word of testimony offered before the Commission that for 
the year 1925 an over-all return to the Company at that time 
of 9.59% would have been excessive in the light of the con¬ 
ditions prevailing at that time, nor did the appellant offer any 
evidence with respect to the following years. That such earn- 
ings were unreasonable or unlawful is but a mere statement 
oi counsel looking at computations at the present time of the 
past earnings of the Company and predicating its statement 
that rates for prior years were excessive in light of present-day 
conditions. The presumption of law is well-settled that the 
findings of a public utility regulatory body are valid, and the 
burden rests upon him who attacks it to show by convincing 
proof that such findings are unreasonable. 

It must be remembered that under the sliding-scale arrange¬ 
ment Pepco's rates have been the subject of annual examina¬ 
tion by the Commission. It must be presumed that during 
each annual investigation the Commission, as then consti¬ 
tuted. was familiar with the money market, comparable busi¬ 
ness risks, investor appraisal of the stock of electric power 
companies, and all other matters relating to electric power 
companies, at the particular time of the investigations, and, 
further, that it applied those principles in fixing the rates. 
Certainly, this presumption far outweighs a mere conclusion 
of a consumer which is based merely on a tabulation of prior 
earnings. I will concede that from where we sit today, meas¬ 
uring past earnings in light of present-day conditions, it ap¬ 
pears that those earnings have been excessive. But we cannot 
apply present-day conditions to those over the last 19 years. 
C ounsel argue that Pepco should have paid out all of its earn¬ 
ings as dividends and then, as money was needed for plant ex¬ 
tensions. it should have been raised by additional bond issues 
and preferred stock up to the limit of proper and generally ac¬ 
cepted capitalization ratios. It is well recognized by public 
utility regulatory bodies, the Securities and Exchange Commis¬ 
sion, and experts in the field that the ideal capitalization ratio 
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is 50% long term debt and 50% common stock equity. Counsel 
apparently have not applied this yardstick of capitalization 
ratios to Pepco. The record in this case shows that at this tiipe 
Pepco’s capitalization is made up of §40,000,000 first mortgage 
bonds (App. 33), plus $7,000,000 of preferred stock (App. 34), 
as against common stock equity in the sum of about $3S.0(50,- 
000, made up of $9,000,000 par value common stock plus ap¬ 
proximately $29,000,000 surplus (App. 35). If counsel’s propq- 
sition had been followed by borrowing the amount for plant 
extensions, the ratio would now be approximately $76,000,000 
in first mortgage bonds and preferred stock as against $9,000.;- 
000 par value common stock, a capitalization ratio of 90.56% 
first mortgages and preferred stock to 9.44% common stock 
equity. Comparing this with the unweighted rate base foum;! 
in Order Xo. 2796 to be $83,279,955.77 (App. 42). it is appar¬ 
ent in the first place that it would be impossible to obtain a 
first mortgage up to approximately S3% of the value of thb 
security. And, certainly, if such a mortgage could be secured,, 
the interest rate might well be higher than the return det 
manded on a sound common stock. 

I 

Furthermore, if the Company had paid out all of its earnj 
ings by way of dividends and the proper capitalization ratio 
maintained, the only other source of raising capital would be 
by way of issuing and selling additional common stock and 
then using the proceeds to expand the plant. If this were done; 
additional expense would be incurred in issuing the stock; 
which expense was eliminated by the Company in retaining 
a portion of its earnings as surplus. It is well recognized that 
it is sound business for a company to retain in its business a, 
portion of its earnings as a means of raising necessary capital; 
and this is exactly what this company has done. The common; 
stockholder has reinvested in the Company a portion of thej 
earnings available for dividends. It is interesting to note whatj 
the Securities and Exchange Commission had to say in 194Q 
on this question when it considered the application of this 
Company seeking exemption from the provisions of the Se-j 
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curities and Exchange Act in the issuance and sale of $10,- 
000,000 principal amount of first mortgage bonds, at Volume 
S, Securities and Exchange Commission Decisions and Reports, 
at pages 30, 34, and 36. It found the capitalization ratio per 
books: Funded debt, 35.83%; preferred stock, 10.04%; com¬ 
mon stock equity, 54.11%; and on a pro forma basis: Funded 
debt. 43.90%; preferred stock, S.78% ; common stock equity, 
47.32%. And at page 36 the Commission said: 

“PEPCO’S POLICY IX RESPECT OF IMPROVEMENTS 

AND EXPANSION 

‘‘While, as is shown by the earned surplus figure of 
Pepco, for many years prior to 1933, it was the policy 
of the management of Pepco. to provide in large 
measure for plant improvements and expansion by 
reinvestment of earnings, yet. since 1933. this policy 
has been reversed, and it has been the policy of the 
management to finance improvements and additions 
to the greatest extent possible, according to the testi¬ 
mony of Pepco’s president, by debt financing. In fact, 
recent expansion and improvements have been made 
almost entirely through the incurrence of debt and 
the use of depreciation accruals, the company having 
paid out in common stock dividends during the years 
193S and 1939 more than the earnings available dur¬ 
ing those years for the payment of such dividends. 
Generally speaking, without consideration of the pe¬ 
culiar facts which may exist in each particular case, 
the indefinite continuance of this practice is open to 
serious question as to financial soundness. While the 
present ratio of debt to property may not call for the 
imposition of conditions by this Commission designed 
to curb the excessive continuation of the practice, 
the imposition of such conditions, if the practice be 
not voluntarily modified, will necessitate considera¬ 
tion by this Commission in connection with future 
applications of the present character.” 
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In R. P. Logan, ct al. v. Bismarck Water Supply Co., P. U. 
R. (N. Dak.) 1923B 450, relied on by appellant, it appears 
that the company applied to the regulatory body for an in¬ 
crease in its water rates. It also appears that this company 
was coming under public regulation for the first time. At page 
494. the Commission stated: 

“A significant fact to be taken into consideration 
in connection with the application of § 4 to the pres¬ 
ent petition for an increase of rates, is that in 1917, 
the company floated this $350,000 bond issue, and 
increased its stock by $72,500, and has made no effort 
to account to this Commission for the proceeds 
thereof. When this section recites that the utility 
shall furnish the Commission the original cost of its 
property, the amount of stock outstanding, the 
amount of bonds outstanding against the property, 
etc., we are convinced that it contemplates that the 
Commission shall give serious consideration to these 
factors in determining not only the value of the plant 
as representing the money honestly and prudently 
invested in it, but whether it is just to the jrublic to 
permit the rates to be increased beyond the franchise 
maximum. 

“Counsel for the city have called attention to the 
situation and have mildly suggested that it is pos¬ 
sible by a lively stretch of the imagination to draw 
the inference that perhaps the stockholders have put 
the proceeds of this loan in their pockets. A cursory 
study of the accounting situation at the utility plant 
shows very clearly what was done, and one does not 
need to indulge in any inference or conjecture to fig¬ 
ure this out. In brief, no sooner had the war boosted 
the value of the plant to abnormal limits than the 
stockholders proceeded to capitalize this tremendous 
increase of value, without waiting for time to deter¬ 
mine whether the increase was fictitious or not, and 
to assure themselves a return upon this new capitali¬ 
zation. 
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“Prior to the war, the plant had been carried on the 
books of the company at $2SS,076.60. As stated, this 
did not pretend to represent the actual cost of the 
plant by an arbitrary valuation placed thereon by the 
officers of the company in 1909. In 1917, just as this 
country was entering into the war and when prices 
seemingly were at their peak, the company made a 
new appraisement and the book value of the plant 
was increased from §288,076.60 to $462,112.06. This 
showed an increase in value, due entirely to enhance¬ 
ment of material and labor prices entering into the 
construction of the plant, and without regard to bet¬ 
terments, of $167,15S.97. Thereupon, the property 
and plant account was charged 8167.158.97 and the 
surplus account was credited with a like sum. Later 
on we shall show that at this time the surplus ac¬ 
count was already 8149,742.17, hence after this trans¬ 
action the surplus account showed a profit of 8316,- 
901.14. Simultaneously with this transaction the ar¬ 
ticles of incorporation were amended to increase the 
capital stock from 857.500 to 8150.000, making an 
increase of 872,500, and the bond issue of 8350,000 
above referred to was floated. Aside from retiring the 
former bond issue of 8100.000, no new consideration 
is shown to have been received' for this bond issue, 
nor for the stock increase, and the company makes 
no pretense that this was not done for the express 
and only purpose of absorbing the arbitrary valuation 
placed upon the books. 

“With the exception of a cash dividend of SI 1.500 
made in May, 1910, the books of the company do not 
show that any dividends were ever paid, though they 
do show as stated that all betterments and improve¬ 
ments were made out of earnings, and a large surplus 
accumulated. Prior to 1912 there had been accumu¬ 
lated a surplus of 893,331.64, and thereafter the an¬ 
nual amount credited with surplus was a follows: 
(Table omitted.) Adding to this surplus the 8167,- 
15S.97. mentioned above, and the 8100.000 bonds out¬ 
standing, we get 8416.901.14, which was more than 
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absorbed by the bond isssue of $350,000 and stock 
issue of $72,500, or $422,500 leaving a deficit in the 
surplus account of $5,598.86. 

***** 


‘‘However, had the utility made its application in 
the spirit of § 4, and laid all of its cards upon the 
table face up, and out of its wider knowledge of the 
inside facts offered explanations of these mysterious 
stock and bond transactions, which would have 
cleared the atmosphere of all suspicion, the consum¬ 
mation contemplated by this section might have been 
attained, but upon what little information was fur¬ 
nished or dug out by the petitioners, the Commission 
is forced to assume that the present owners acquired 
the plant for nothing, earned adequate dividends for 
twenty years, built it up to its present state out of 
earnings and are now trying to capitalize the plant 
at an enormous valuation and force the consumers 
to pay dividends on this capitalization. 

***** 


“It is not disputed that a utility has a right to put 
its reasonable earnings back into the plant and to 
devote them to improvements and betterments. It is 
a matter of no concern to the public whether the 
stockholders put their dividends into their pockets 
or buy new stock with them. But a more serious 
question arises when it appears that the stockholders 
have not only put back into the plant what they were 
reasonably entitled to take out, but also large sums 
which under state regulation they would not be per¬ 
mitted to take out; in other words, where abnormal 
profits were made with which improvements and bet¬ 
terments were purchased as a result of which the 
entire property or a large part of it is paid for by the 
consumers.” 


In the present case we are dealing with a utility that hasj 
been under regulation of the Commission since 1913, whose 
rates have been the subject of annual investigation since 1925, j 
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and the rates fixed were considered by the Commission at the 
time they were so fixed to be just and reasonable in light of 
the conditions then existing. And in Re Mondovi Tel. Co., 
P. U. R. (Wise.), 1933B 319, relied on by appellant, the facts 
upon which the quotation quoted in appellant’s brief was 
based are as follows: 

“The inventory which formed the basis of the 
above-mentioned appraisals included all the tangible 
property of the company. In our decision of May 29, 
1931, in SB-2461, supra, at p. 444 of P. U. R. 1931C. 
w’e pointed out the possibility that since ‘no new 
money has been put into this property since its in¬ 
ception,’ ‘additions and improvements have been 
paid for out of earnings, out of rates paid by sub¬ 
scribers.’ These additions to property were included 
in the inventory and hence in the appraisal values, 
but do not appear in the capital accounts of the com¬ 
pany. At a rehearing in SB-2461 on October 9, 1931, 
the company sought to explain why the book values 
reported annually to the Commission were low. It 
appears from testimony of the company’s own wit¬ 
ness, Mr. John A. Pratt, that year after year certain 
items of capital expenditure, notably wages of labor 
used in making additions to plant, were charged to 
operating expenses. The revenues received from sub¬ 
scribers, through the rates charged for service, more 
than covered these operating expenses, including the 
items of expenditures for plant additions erroneously 
included in maintenance expense. In other words, 
the rates paid by subscribers were sufficient not only 
to pay running expenses but also to pay labor used 
in adding to the property. In addition, these rates 
provided a return enabling the company to pay divi¬ 
dends in every year except one during the past 
eighteen years, these dividends averaging just under 
8 per cent of the stock outstanding during the 18-year 
period. The effect of including in the appraisals 
property so paid for and then using these appraisals 
in determining a rate base is to require customers 
to pay twice. Year after year, through these errone- 
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ous charges to operating expense, subscribers have j 
been paying for plant additions, and now, if the ap¬ 
praisal values are used as a rate base, subscribers will 
be forced to pay a return on property already paid 
for by them. 

***** 

i 

“When a company year after year has chosen to 
charge capital expenditures to annual operating ex¬ 
penses with resultant overstatement of expenses and 
understatement of net income and book cost of prop¬ 
erty, the Commission believes the company cannot 
reasonably, at a later date, in determining a rate base, 
add to its capital account these plant expenditures 
previously absorbed in operating expenses. * * *. 

i 

“* * * 'The accounts and the annual reports of the j 
public utilities subject to the Commission's juris¬ 
diction are representations as to property, revenues, 
and expenses, and upon the basis of these represen¬ 
tations, the Commission, in the first instance, deter¬ 
mines whether rates are reasonable and financial 
practices consistent wdth the public interest.' The 
annual reports are sworn to by company officers as 
representing the accounts of the company and in¬ 
structions for keeping these accounts in a uniform 
manner have been given to the company and known 
to it over a long period of years.” 

It will be observed from this case that the Commission had 
been duped through misrepresentations of the utility into fix^ 
ing past rates so high as to permit the company to make ad* 
ditions to plant and charge them to operating expenses. But 
we do not find any such situation confronting us in the cas6 
before this Court. 

It is true that Paragraph 75 prohibits the declaration of 
stock dividends, and none has been declared by this Com+ 
pany. With respect to stock dividends, the Supreme Court 
of the United States said in the case of Eisner v. Macombet, 
252 U. S. 1S9: | 
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‘ A stock dividend really takes nothing from the 
property of the corporation, and adds nothing to the 
interest of the shareholders. Its property is not di¬ 
minished, and their interests are not increased. * * * 

The proportional interest of each shareholder remains 
the same. The only change is in the evidence which 
represents that interest, the new shares and the orig¬ 
inal shares together representing the same propor¬ 
tional interest that the original shares represented 
before the issue of new ones. Gibbons v. Mahon, 136 
U. S. 549, 559, 560, 34 L. ed. 525, 527, 528, 10 Sup. Ct. 

Rep. 1057. In short, the corporation is no poorer and 
the stockholder is no richer than they were before. 

Logan County v. United States, 169 U. S. 255, 261, 

42 L. ed. 737, 739, 18 Sup. Ct. Rep. 361.” 

I respectfully submit that the whole case of the appellant 
boils down to the proposition as to whether or not the Com¬ 
pany is entitled to a return on its earned surplus invested in 
plant. It is well settled law that the earned surplus is not a 
contribution by the ratepayer and that property paid for from I 
earnings belongs to the Company and it is entitled to earn a 
return thereon. 

In the case of Board of Public Utility Commissioners v. 
New York Telephone Co., 271 U. S. 23, 70 L. Ed. 808, the 
Court said: 


‘‘The company's accounts are kept according to 
the uniform system of accounts for telephone com¬ 
panies prescribed by the Interstate Commerce Com¬ 
mission. Charges are made to cover the deprecia¬ 
tion in the elements of the plant which for one cause 
or another will go out of use. Theses charges are 
made month by month against depreciation in the 
operating expense accounts, and corresponding credits 
are entered in the depreciation reserve account. When 
a unit or element of the property is retired, there is 
no charge to operating expense, but its original cost 
less salvage is charged to the reserve account. De¬ 
cember 31, 1923. the company’s books showed a credit 
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balance in depreciation reserve accounts of $16,902,- 
530. This was not set aside or kept in a separate fund, 

but was invested in the company’s telephone plant. 

# ♦ * 


* * * * * 


“It may be assumed, as found by the board, that in 
prior years the company charged excessive amounts 
to depreciation expense and so created in the reserve 
account balances greater than required adequately to 
maintain the property. It remains to be considered 
whether the company may be compelled to apply any 
part of the property or money represented by such 
balances to overcome deficits in present or future 
earnings and to sustain rates which otherwise could 
not be sustained. 

“The just compensation safeguarded to the utility 
by the 14th Amendment is a reasonable return on the 
value of the property used at the time that it is being 
used for the public service. And rates not sufficient 
to yield that return are confiscatory (citing cases). 
Constitutional protection against confiscation does 
not depend on the source of the money used to pur¬ 
chase the property. It is enough that it is used to 
render the service (citing cases). The customers are 
entitled to demand service and the company must 
comply. The company is entitled to just compensa¬ 
tion. and, to have the service, the customers must pay 
for it. The relation between the company and its 
customers is not that of partners, agent and princi¬ 
pal, or trustee and beneficiary (citing cases). The 
revenue paid by the customers for service belongs to 
the company. The amount, if any, remaining after 
paying taxes and operating expenses including the 
expense of depreciation is the company’s compensa¬ 
tion for the use of its property. If there is no return 
or if the amount is less than a reasonable return, the 
company must bear the loss. Past losses cannot be 
used to enhance the value of the property or to sup¬ 
port a claim that rates for the future are confisca- 
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tory (citing cases). And the law does not require 
the company to give up for the benefit of future sub¬ 
scribers any part of its accumulations from past oper¬ 
ations. Profits of the past cannot be used to sus¬ 
tain confiscatory rates for the future (citing cases). 

‘“Customers pay for service, not for the property 
used to render it. Their payments are not contribu¬ 
tions to depreciation or other operating expenses or 
to capital of the company. By paying bills for service 
they do not acquire any interest, legal or equitable, 
in the property used for their convenience or in the 
funds of the company. Property paid for out of 
moneys received for service belongs to the company 
just as does that purchased out of proceeds of its 
bonds and stock.” 


II 

The District Court did not err in sustaining the Commission’s 
action in not admitting Exhibit 74 

It must be remembered that the Commission, by Order No. 
2305 (App. 1), limited the scope of its investigation to 

(1) Whether the sliding-scale method of electric rate 
regulation shall be abandoned; 

(2) Whether the sliding-scale method of electric rate 
regulation shall be continued in its present form 
or with modifications of the basic elements of 
the existing arrangement; 

(3) Without limiting the scope of the investigation, 
what modifications, if any, shall be made in the 
following basic elements of the present sliding- 
scale arrangement: 

(a) The rate base; 

(b) Rate of return; 

(c) Depreciation accruals; 

(d) Method of effecting rate reductions. 

And by Order Xo. 2703 (App. 1), it ordered an investigation 
relative to rates, tolls, charges, rules, regulations, and con¬ 
ditions of service of the Company, pursuant to the provisions 
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i 


of the sliding-scale arrangement as then constituted, or ais 
may be modified as a result of the investigation authorized 
by Order No. 2565. These orders were consolidated for hearing. 

Exhibit 74 relates solely to the ownership of the stock by 
holding companies, which appellant contends is illegal, but 
it has absolutely no probative value reflecting in the slightest 
degree upon the matters under investigation by the Commis¬ 
sion. It is well settled that an intervener cannot enlarge the 
scope of the investigation. Not only were these matters ndt 
being investigated by the Commission but, indeed, the Corni- 
mission had absolutely no authority or jurisdiction to deter¬ 
mine the legality or illegality of the ownership of the stock df 
this Company. And it was not the intention of Congress that It 
have this power. The Public Utilities Act creating the Cod- 
mission was contained in Section 8 of the Appropriation Adt 
for the fiscal year ended June 30, 1914, approved March 4, 
1913. By Section 11 of that same Act, Congress enacted what 
is known as the “Anti-Merger Law.” By this Act the Dis¬ 
trict Court of the United States for the District of Columbia 
was given exclusive jurisdiction to determine the legality or il¬ 
legality of stock ownership. Counsel have not cited a single 
authority supporting their statement that “That a utility coni- 
mission sitting in a rate case should have before it all facts 
with reference to the utility’s stock ownership seems to lis 
to be obvious.” 


CONCLUSION 


For the foregoing reasons, the order of the District Court 
dismissing appellant’s petition of appeal from Order No. 2796 
of the Public Utilities Commission was correct and should be 
sustained. 

James W. Lauderdale, 
People’s Counsel, 

225 District Building, 
Washington 4, D. C. 
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I. INTRODUCTION 


This brief, unlike the opening brief filed on behalf of 
Potomac Electric Power Company (the Company), is filed 
in both Number 8967, the appeal of the Company, and in 
Number 8995, the appeal of the United States. The open¬ 
ing brief was limited to the issues raised in the Company’s 
appeal. This brief must be an answering brief in the appeal 
of the United States and a reply brief in the Company’s ap¬ 
peal. i 

The statement of the case in the Company’s opening brief 
did not deal with, or attempt to state, the issues in the ap¬ 
peal of the United States. It is believed, however, that 
these issues may be drawn from the statements contained in 
the briefs of the United States and of the Public Utilities 
Commission of the District of Columbia. In order that ho 
confusion may arise as to the procedural aspects of the case 
following the issuance of the order of the Commission,; a 
short summary of the action taken by the various parties; is 
included herein. 


II. THE STATUS OF THE CASES IN THIS COURT 

i 

The Commission entered the order in controversy here 
(Order No. 2796, App. 1), on July 22, 1944. Paragraphs 
64 and 65 of the Utility Law, D. C. Code, 43-704-5, provide 
that prior to appeal to the court below a petition for recon¬ 
sideration must be filed with the Commission. Such peti¬ 
tions were duly filed both by the Company (App. 245) and 
by the United States (App. 227, 232), the latter acting at 
that time by its participating agencies, and were denied by 
the Commission (App. 249, 231, 236). Certain of the 
grounds now asserted by the United States were not. how¬ 
ever, included in its petitions for reconsideration, and thus, 
under the governing statute (Par. 65, D. C. Code, 43-703), 
may not be considered here. Thereafter, in accordance 
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with the statute providing for judicial review, petitions for 
appeal were filed by both the Company and the United States 
in the District Court. 

The Company’s petition for appeal was short (App. 239). 
It was answered on the merits by the Commission (App. 
254) and the United States and People’s Counsel were per¬ 
mitted to intervene (App. 256, 255). It was heard on the 
merits and a decision on the merits made (App. 261) accom¬ 
panied by the findings (App. 262) required by Paragraph 
65 of the Utility Law. It is an appeal from this order on the 
merits that the Company presents in No. 8967 now before 
this court. 

The petition for appeal filed by the United States was 
somewhat longer (App. 47) and included certain lengthy 
appendices. The grounds specified therein w-ere well sum¬ 
marized by this Court as follows:* 

“In a separate petition for appeal, Civil Action 
26,401, the United States attacked the Commission’s 
order, contending that it had erred in ruling (1) that 
it was without power to consider exclusion, from the 
rate base, of Potomac’s surplus built up out of earnings 
under the consent-decree, sliding-scale arrangement; 
(2) that it must, as a matter of law, include all the 
surplus in the common stock equity for the purpose of 
computing the cost of capital component of the permit¬ 
ted basic rate of return; (3) that exclusion of all or 
part of the surplus from the rate base and from the 
common stock equity is not required by paragraph 75, 
section 8 of the Utility Law; (4) that Potomac is en¬ 
titled to a return on that part of its outstanding stock 
for which no consideration was paid to it; (5) that 
paragraph 16 of the Utility Law does not require the 
addition, to the depreciation reserve, of Potomac’s ac- 

*U. S. v. Public Utilities Commission, 151 F. 2d 609, 611 (App. 
D. C., 1945). It is of interest that not all these grounds are now- 
pressed in the brief of the United States (see Statement of Points on 
page 14). Probably those not now pressed should be viewed as 
waived and in any event they do not need extensive treatment. 
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tual earnings on the reserve but only of the four per 
cent accruals provided for in the consent-decree ar¬ 
rangement of 1925; (6) that the Government’s exhibit 
74 —purporting to show that control of Potomac was 
illegally acquired and held, and that the propriety of 
capitalizing the surplus was thus affected—was inad¬ 
missible in evidence; (7) that the rates, which Potomac 
was permitted to charge, under the Commission’s or¬ 
der and pursuant to the consent-decree arrangement, 
are just and reasonable and will enable Potomac to 
earn a fair return.” 

! 

The court permitted the Company (App. 223) and Pe6- 
ple’s Counsel (App. 224) the right to intervene, and both, 
as well as the Commission, filed answers on the merits (App. 
209, 217, 218). The Company’s answer further said, by 
way of a motion to dismiss, that the petition of the United 
States failed to set forth any facts entitling it to relief. The 
District Court on January 29, 1945, heard this motion to 
dismiss the appeal of the United States and entered an 
order granting the motion (App. 221). The reasons for 
this decision were (App. 222) that the United States had 
failed to state any facts (a) showing that it was a person or 
corporation affected by the order within the meaning of the 
statute authorizing review, (b) showing that it had any 
interest entitling it to appeal, or (c) entitling it to the re¬ 
lief requested. There was no decision on the merits as to the 
contentions of the United States, and there were no findings 
on the merits which the statute (Paragraph 65) requires 
the court to make in connection with a decision on the 
merits. The decision was analogous to one sustaining a de¬ 
murrer at law. I 

After the United States had taken its appeal to this Court, 
the Company filed a motion to dismiss, on the same grounds 
given by the District Court for its decision (App. 226). 
This motion was argued before this Court, but only on one 
of those grounds, the question of the right of the United 
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States as a customer of Potomac * to appeal to the District 
Court and thereafter to this Court. This Court on Septem¬ 
ber 24, 1945, held that the United States, as a customer, was 
a proper party to appeal. No decision was made, however, 
on the question whether the petition of appeal of the 
United States stated facts entitling it to relief. That ques¬ 
tion now remains for consideration. It is, moreover, the 
only question now presented in the appeal of the United 
States. Should that question be reached, the Company sub¬ 
mits it should be answered in the negative. If so, the District 
Court’s action should be finallv affirmed. If not, this Court’s 
decision should be limited to a remand of the case to the 
court below for a determination upon the merits, which has 
not yet been made, accompanied by the findings required by 
law, which also have not been made. 

To summarize, in the Company’s appeal the Company is 
opposed by the Commission, People’s Counsel and the United 
States. If this Court holds that the sliding scale arrangement 
is consensual and that the Company has not consented (a 
holding, we submit, necessary under the Utility Law), the 
order of the Commission is of no efifect, and the question 
in the appeal of the United States becomes moot. In the 
appeal of the United States, the Company joins with the 
Commission and People’s Counsel in opposition to the United 
States. If it should become necessary to decide the issue in¬ 
volved in that appeal, the sole issue is whether the allegations 
of fact in the petition for appeal of the United States are 
such as to entitle it to relief, assuming, for the moment, that 
such allegations are true. This question, we submit, should, 
if reached at all, be answered in the negative, in which event 
the District Court’s dismissal of the petition would be af¬ 
firmed. If it were to be answered in the affirmative, the 
case should be remanded to the District Court for a deter¬ 
mination on the merits. 


*151 F. 2d 609, 612. 
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III. SUMMARY OF ARGUMENT 

A. The United States confuses what the Congress has the 

power to do with what the Congress did. The Com¬ 
mission is bound by its Organic Act. 

The United States pins its case on two decisions, Federal 
Pozuer Commission v. Natural Gas Pipeline Co., 315 U. S. 
575 (1942) and Federal Pozver Commission v. Hope Nat¬ 
ural Gas Co., 320 U. S. 591 (1944). But they dealt with 
the Natural Gas Act of 1938, where the Congress did not 
require any finding of value as a basis for fixing rates. This 
case, however, is governed by the District of Columbia 
Utility Law, and there the Congress did prescribe a valua¬ 
tion formula as a condition to fixing rates. It is immaterial 
that the Congress might have done otherwise, for its com¬ 
mands must nevertheless be followed by its administrative 
agency. 

| 

B. The order of the Commission can not be sustained under 

the regular rate-making provisions of its Organic Act, 
nor can it be sustained under the sliding scale ar¬ 
rangement. ! 

Reading the Act as a whole, and not in unrelated frag¬ 
ments, as the Commission urges, it is clear that the Con¬ 
gress has imposed substantive standards of valuation, and 
procedural requirements for action, that are prerequisites 
to a valid order fixing rates in the absence of consent. The 
Commission made no effort to satisfy those substantive 
standards or to follow those procedural requirements, ip 
this case. Its order is therefore void, and can not be vali¬ 
dated by “end result” tests that were devised for purely 
constitutional issues. 

The sliding scale is admittedly consensual in origin. There 
would never be any agreement upon a sliding scale if the 


! 

i 
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rule were that the Commission thereupon acquires a right 
to change the terms of agreement by its subsequent, unilat¬ 
eral action. While the Commission may enter orders from 
time to time applying to the current state of facts the prin¬ 
ciples of the agreed sliding scale, it can not change those 
principles, by virtue of any authority under Paragraph 18 
(D. C. Code 43-317) except by consent of the affected 
utility. Its order here, therefore, is not warranted under 
those provisions. 

The order being unauthorized by either of the only two 
conceivable rate-making methods, it is void. The Company 
is injured by it, if enforced, for it reduces revenues by more 
than a million dollars a year. Since this injury results from 
the Commission’s transgressing the limits of the legislative 
authorization, that alone calls for setting the order aside, 
and there is no need to consider possible constitutional ques¬ 
tions that are the only inquiry in the usual case where the 
administrative action is within the legislative authorization. 

C. The contentions of the United States in its appeal, if con¬ 
sidered, should be overruled. 

Both the leading contentions of the United States in its 
appeal are based on the premise that this Court may in this 
case rewrite all recorded history by superseding all rate¬ 
making orders of the Commission entered before the entry 
of Order No. 2796 here under review. But this is contrary 
to the requirements of the Utility Law, which make Com¬ 
mission action conclusively valid except upon petition for 
reconsideration filed within thirty days, and then subject 
only to review for the reasons stated in such petition, and 
no such attack was made on the orders prior to Order No. 
2796 here under review. The Constitution requires the same 
result, for to undo at this time the earlier orders of the 
Commission would be a retrospective change of the legisla- 
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tive rule which would result in appropriating property of 
the Company for public use contrary to the requirements 
of due process of law. 

The issue in this case looks only to the future and must 
be based on the premise that earlier orders of the Com¬ 
mission were valid during the period of their operation, j 

The argument of the United States that the Company’s 
surplus is excessive because the deductions allowed by the 
Commission in the past for the operating cost of deprecia¬ 
tion were excessive is in itself a contradiction in terms. 
To overstate expense is to understate earnings and thus to 
understate the surplus that results from them. By the 
same token, excessive charges to expenses for depreciation 
would have been accompanied by excessive credits to the 
depreciation reserve, and deducting that from recorded in¬ 
vestment would understate the net rate base. Any conten¬ 
tion that may be salvaged from this confusion is contrary 
to the decided cases (Vinson v. Washington Gas Light 
Company, 321 U. S. 489, 500 (1944)), and without sup¬ 
port in the evidence of this case. 

The argument of the United States that recorded sur¬ 
plus should be eliminated from the rate base is untenable, 
on any of the grounds urged in support of it. The fact that 
actual earnings in the past have, in most years, exceeded 
the basic rate of return specified in the sliding scale arrange¬ 
ment does not make the rates unlawful, but was within the 
lawful contemplation of the Commission’s finding. The pro¬ 
hibition in paragraph 75 of the Utility Law (D. C. Code 43- 
804) against stock dividends has nothing to do with the ca$e, 
for no stock dividends were issued, and the sense of the law 
is an admonition to conservative capitalizations, which re¬ 
quire that a substantial proportion of actual earnings be rein¬ 
vested in the property and a fair return on such additions 
be allowed. Additions made by undistributed earnings are 
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as much an investment by the stockholders as if made from 
the proceeds of a new stock issue and a fair return must be 
allowed on them both as a matter of the fundamental poli¬ 
cies of sound regulation and as a matter of constitutional 
requirement (Board of Public Utility Commissioners v. 
New York Telephone Co., 271 U. S. 23, 31, 1926). 

There is no “watered” capital stock of the Company out¬ 
standing. 

The material offered as Government’s Exhibit 74 was 
properly excluded. It related altogether to questions con¬ 
cerning the legality of the acquisition of the stock of an¬ 
other corporation which controls the Company, has nothing 
to do with the issues presented here and, further, is hearsay 
and otherwise incompetent. 

The court below has made no decision on the merits in 
the appeal of the United States, and therefore has not made 
the findings of fact required by the Utility Law and the 
Rules of Civil Procedure. The proper decision in the appeal 
of the United States is that, since the appeal of the Com¬ 
pany is to be sustained and the rate-making order is to be 
vacated, the issues presented by the United States in its ap¬ 
peal, No. 8995, need not be considered, and that appeal 
should be dismissed. But if those issues be considered, the 
lower court’s dismissal of the petition of the United States 
should be affirmed. Even were that decision to be reversed, 
the most this Court should do would be to remand to the 
court below for a decision on the merits. The order sought 
by the United States is unprecedented and unsound. 
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IV. ARGUMENT 

A. The United States confuses what the Congress has the 
power to do with what the Congress did. The Com¬ 
mission is bound by its Organic Act. 

! 

The brief of the United States rests on two decisions of 
the Supreme Court, the Pipeline case* and the Hope case.** 
The former is cited 12 times, the latter 8. Although the 
distinction between the Hope case and the case at bar was 
considered at some length in the Company’s opening brieff 
(and the same distinction exists as to the Pipeline case), the 
strong reliance placed by the United States on these cases 
warrants some restatement of this distinction. 

Both of these Supreme Court cases dealt with the Natural 
Gas Act of 1938.ft This Act provides simply that the 
Federal Power Commission “shall determine the just and 
reasonable rate”J to be charged for natural gas or its distri¬ 
bution. The only provisions relating to valuation^ are 

* Federal Power Commission v. Natural Gas Pipeline Co., 315 U. S. 
575 (1942). 

**Fedcral Power Commission v. Hope Natural Gas Co., 320 U, S. 
591 (1944). 

f Pages 33 through 37. j 

ft 15 U. S. C., §§ 717-717w. j 

$15 U. S. C., § 717d (a). 

^Section 6 of the Natural Gas Act of 1938 (15 U. S. C., § 717ej is 
as follows: : 

“Ascertainment of cost of property 

(a) The Commission may investigate and ascertain the actual 
legitimate cost of the property of every natural-gas company, the 
depreciation therein, and, when found necessary for rate-making 
purposes, other facts which bear on the determination of such 
cost or depreciation and the fair value of such property. 

“(b) Every natural-gas company upon request shall file 
with the Commission an inventory of all or any part of its prop¬ 
erty and a statement of the original cost thereof, and shall keep 
the Commission informed regarding the cost of all additions, 
betterments, extensions, and new construction.” (June 21, 1938, 
c. 556, § 6, 52 Stat. 824.) j 
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that the Commission may investigate actual original cost, 
depreciation and other factors bearing on these items and 
fair value. 

The Federal Power Commission in both of these cases 
established a rate based on original cost less depreciation. 
No investigation of “value” in any other terms was made. 
The Supreme Court held that a particular rate was not con¬ 
trary to the intention of the Congress and the requirements 
of the Constitution because arrived at in that way. This is 
the point to which the Court’s discussion of “end result” 
relates.* 

These two cases delineate the power of the Congress in es¬ 
tablishing rate-making formulae and its intentions in en¬ 
acting the Natural Gas Act. But they do not change the 
Utility Act of the District of Columbia, nor do they au¬ 
thorize the Public Utilities Commission to exercise its pow¬ 
ers in any manner except as provided in the Utility Law. 
As submitted in the Company’s opening brief,** value can¬ 
not acquire a different meaning because of a decision of the 
Supreme Court as to a law enacted 25 years after the statute 
that governs the case at bar. 

The difference is reflected in the structure of the Utilitv 
Law, and not merely in the meaning of a single word. In 
so far as the general rate-making provisions of the District 
Utility Law are concerned (what has been termed for con¬ 
venience the “Adversary Procedure”), the Congress has 
adopted an approach entirely different from that in the 
Natural Gas Act. The two acts are not, as contended by 
the United States,f “very similar.” There is nothing in the 
Natural Gas act “directing”ff the Federal Power Com- 

*The Hope case, 320 U. S. at 602. 

** Pages 35-6. 

f Brief on behalf of the United States, page 39. 
ft Id., loc. cit. 
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mission to investigate any element of value. The words 
of that act are clearly permissive and give that Commission 
the privilege of choice. It is under such words that the 
Supreme Court reached the constitutional question and, on 
that question, said that the controlling factor was the result 
reached and not the method employed. 

The Utility Law, however, distinctly requires a valua¬ 
tion technique in rate-making by Adversary Procedure. In 
terms it directs the Commission to value the property of 
every public utility which is actually used and useful for the 
convenience of the public.* It further requires the ascer¬ 
tainment by the Commission of original cost, reproduction 
cost, amounts of securities and indebtedness, etc.** And 
it is apparent from the terms of the Act and from its legis¬ 
lative historyf that these mandatory determintaions are 
prerequisite to the establishment of a valid rate under Ad¬ 
versary Procedure. 

So the meaning of the Pipeline case is at most only that 
the requirements of Smyth v. Ames are no longer the re¬ 
quirements of the Constitution for a valid rate-making or¬ 
der, where confiscation is the sole issue.ff But the will of 
the Congress is still entitled to recognition, and where i;t 
has imposed certain requirements as prerequisites to a valid 
rate-making order, the Commission cannot be at liberty to 
disregard them and go forward as it may wish. 

It is in this respect that the brief for the United States 
confuses the power of the Congress and the act of Congressi. 
To subject the order of the Commission to an “end result v 
test might, if so authorized by the Congress, be constitution¬ 
ally permissible; but the Congress has not given the Commisr 

*Par. 7. 

**Par. 6. 

fThis history is developed in pages 15-17 and 27-29 of the Comt- 
pany’s opening brief. 

ff315 U. S., at 602. 





12 


sion a roving license to do whatever the Constitution may 
permit. So the Hope case and the Pipeline case are not in 
point. The Commission, as an agency of the Congress, must 
do what the Congress says. 

The requirements of the Utility Law have been recog¬ 
nized both by the Commission and by the courts. These au¬ 
thorities were discussed at length in the Company's open¬ 
ing brief at pages 29-31. They are decisive here. 

B. The order of the Commission can not be sustained under 
the regular rate-making provisions of its Organic Act, 
nor can it be sustained under the sliding scale ar¬ 
rangement. 

1. The Congress required a specified procedure for “ ad¬ 
versary’ rate making as a prerequisite to a valid order. The 
specified procedure zvas not here follozeed. 

In our opening brief (pp. 27-32), and in the supple¬ 
mental comments in Part A above, we have submitted that 
the Act embodies a carefully thought out congressional 
scheme by which a rate-making formula is prescribed and 
the Commission is empowered, quite apart from any consent 
of the affected utility, to prescribe just and reasonable rates 
upon compliance with the procedural requirements and sub¬ 
stantive standards there laid down. The vital point of the 
substantive standard is, as this Court has already declared 
(our opening brief, p. 31), that rates are to be fixed on the 
basis of the “fair value” of the property employed in public 
service. 

On this fundamental matter of the meaning of the Act, 
the Commission (Brief, pp. 12-17), seeks to isolate the de¬ 
termination of “fair value” from the prescription of a rate, 
thus breaking the Congressional scheme into unrelated frag¬ 
ments, in violation of the elemental rule that text must be 
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read "in the light of context”.* We do not say that Para¬ 
graph 6 (D. C. Code 43-305) in itself speaks of a determina¬ 
tion of value. On the contrary, we said (opening brief, pp. 
15-17) that Parapraghs 6 and 7 were considered and adopt¬ 
ed by the Congress as a single interrelated expression of 
the rate-making formula declared in Smyth v. Ames, as 
shown not only by the words of the Act but also by its Con¬ 
gressional history. The Commission argues, verbally, that 
the subsidiary findings required by Paragraph 6 were in¬ 
tended only to be “printed in the annual report of the Coin¬ 
mission”, since that direction is contained for them in that 
paragraph. By that same verbal standard, it would, appar¬ 
ently, follow that no use whatever should be made of the 
final determination of fair value, since Paragraph 7 includes 
no specific direction as to the use to be made of it. But this 
kind of vivisection overlooks the spirit in a search for the 
atom. It was not the intention of the Congress that the Coin- 
mission should keep its intellectual capacities groomed by 
periodic exercise without use of the results. The proceedings 
in the Congress surrounding the enactment of the Act made 
it clear that the Congress was working to a practical end by 
a codification of the requirements for rate-making. 

Nor can the Commission flout the will of the Congress 
by an assertion that the codification could have been made 
more skillfully. The Board of Commissioners of the Dis¬ 
trict and the Senate Committee agreed in selecting original 
cost and cost of reproduction as the principal items in the 
enumerated list (our opening brief, p. 16). There was no 
occasion for the Congress to anticipate the details of a quar¬ 
ter-century of further administrative and judicial experi¬ 
ence by enumerating each of the subjects to which attention 
later came to be given in applying these general criteria ito 
the details of specific cases. A broad outline of standards 
was sufficient for the legislative purpose. As a matter of 


*Securities and Exchange Commission v. C. M. Joiner Leasing 
Corporation, 320 U. S. 344, 351 (1943). 
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fact, viewing the language of Paragraph 6 as a broad pro¬ 
gram of governing criteria, it is evident that its words in¬ 
clude, contrary to the argument of the Commission (Brief 
p. 14), all the main factors referred to in the opinion of 
Smyth v. Ames , except depreciation, which is clearly includ¬ 
ed by the requirement of Paragraph 7 that the fair value be 
determined as of ‘‘the time of said valuation/’ Nor are any 
of the matters referred to in Paragraph 6 beyond possible 
relation (Commission Brief p. 13) to these specific factors 
in a particular case. 

It is difficult to believe that the Commission is serious in 
its argument (Brief p. 16) that the mere legislative adop¬ 
tion of the valuation formula of Smyth v. Ames precludes 
the possibility of any doubt in the application of that formula 
on which the Commission might desire the assistance of 
judicial direction. The Congress was wiser than this. It not 
only foresaw that such judicial direction might be needed 
when the Commission should confront individual cases, but 
also recognized, by Paragraph 64 (D. C. Code 43-704), that 
a judicial determination of these elements in the rate-making 
problem, before completion of the rate-making act, might 
well save time and effort in the regulatory process. So the 
provision in Paragraph 64 for judicial directions on “the 
element or elements of value to be . . . considered”, so far 
from showing that the Congress had no intention of pre¬ 
scribing a rate-making formula, is clear evidence that the 
Congress did have that intention and did take the greatest 
pains to provide for filling in the details of its general direc¬ 
tion by prompt judicial action to facilitate the use of value 
in the prescription of rates. The two paragraphs, when read 
together, as they should be by every principle, are mutually 
supplementary and confirm the Congressional pattern that 
current “fair value” of the property employed in public ser¬ 
vice is to be the basis for fixing rates. 

The Commission has admitted that it did not attempt 



to do this here (App. 18). It made no effort to find “fair 
value.” It simply established a rate base, without regard 
to “value.” It gave no notice as required by Paragraph 8 
of the Utility Law, nor served its determined valuation 1 as 
therein required. 

The Commission, having only that authority given it by 
the Congress,* must follow the procedure established for it 
by the Congress. Its failure to do so, as in this case, renders 
its order void. No “end result” test is determinative or even 

i 

i 

relevant. 

2. The sliding scale arrangement requires the consent,of 
the Company. j 

Little need be said on this point. The United States 
admits that the consent of both the utility and the Com¬ 
mission is necessary to establish a sliding scale arrange¬ 
ment.* It suggests, however, that the utility then throws 
itself on the mercy of the Commission and that the Commis¬ 
sion thereafter can make changes at will, so long as they dre 
“reasonable”, because the utility has given this right to the 
Commission by contract. 

This position is not pressed, and rightly so. As the 
Company has already pointed out, such a conclusion is cqn- 
trary to the words of the Act,** to its policies,! to the in¬ 
terpretation of the Commission, ff and to a prior decision of 
this Court.! It may thus be dismissed without further 
comment. 

♦Cases cited in the Company’s opening brief, pages 32-33. 

♦Brief on behalf of the United States, page 3S. 

♦♦The Company’s opening brief, page 19. 

fid., pages 19-21. 

ff Id., page 21. 

%Washington Gas Light Co. v. Byrnes, 78 U. S. App. D. C. 107, 
137 F. 2d 547, 549, 556 (1943), aff. Vinson v. Washington Gas Light 
Co., 321 U. S. 489 ( 1944 ). These passages are quoted on page 22 of 
the Company’s opening brief. 
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The Commission and People’s Counsel are somewhat 
more realistic. Both apparently admit that, if the Commis¬ 
sion initiates changes in any agreed sliding scale arrange¬ 
ment, the utility is privileged to withdraw. The Commis¬ 
sion then seeks to escape the inescapable conclusion by an 
argument that, despite the Company’s unequivocal rejec¬ 
tion of these changes in point of fact, it must nevertheless be 
taken as having consented because ‘‘the lower court found as 
a matter of law that the Company has not withdrawn from 
the arrangement” (p. 9). People’s Counsel, also improvising, 
create out of whole cloth a limitation on the substantive 
right of withdrawal, namely, that it be “at the expiration of 
the year” (p. 10). Little weight need be given to these im¬ 
provisations. A consensual arrangement, as the sliding scale 
arrangement admittedly is in origin, does not become non- 
consensual because one party may wish to change it, and 
whenever either party gives notice of a desired change, 
the other is entitled to withdraw. Such must have been the 
intention of the Congress, for otherwise its authorization 
of the sliding scale technique could never have provided a 
workable scheme in the practical world. No one can be ex¬ 
pected to agree if the other party to the contract will thereby 
automatically acquire a privilege to rewrite the agreement 
at his will. 

So consent of the utility is clearly prerequisite to a valid 
sliding scale order. The Company has expressly rejected 
the order herein considered (App. 10, 246). The order 
thus can not stand under the sliding scale. 

3. The Rate Order is accordingly invalid. 

The two points just discussed are determinative of this 
case. The rate order can not be sustained under the “Ad¬ 
versary Procedure” and it can not be sustained as a sliding 
scale arrangement. There is then no procedure under which 
it can be sustained. It is void. 
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That the Company is injured by this void order, if en¬ 
forced, can not be questioned. As we show at pages 6-7 of qur 
opening brief, there would have been no rate reduction at all 
if the Commission had applied the sliding scale arrangement 
without any of the basic changes listed as (a) through (; d) 
at that point in our brief. The fact that the composite re¬ 
sult of all four basic changes is no more adverse than the 
result of one of them alone, emphasized in the brief of the 
United States (pp. 36-37), is not in point. A void order 
can not be validated by showing that a similar result could 
have been reached by another unlawful route. Upon the 
making of any substantial change, whether four or one,: in 
the agreed sliding scale arrangement, the Company, which 
objects to each of these changes, is entitled to say that there 
is no longer any sliding scale arrangement in effect. The 
Commission has no other rate-making power except by fol¬ 
lowing, which it has not here, the procedure prescribed by 
the Congress. Its action, being unauthorized, may be set 
aside at the instance of any one injured, and no amount of 
learning can obscure the fact that one whose revenues are 
reduced a million dollars a year is injured, in the contempla¬ 
tion of the law as well as in point of fact. The Commission 
strays from the decisive point when it cites cases dealing - 
only with constitutional rights upon review in the Supreme 
Court of regulatory action by a State (Commission’s Brief, 
p. 12). Of course the Supreme Court had jurisdiction only 
to the extent that regulatory action infringed the Federal 
Constitution, but this Court has jurisdiction to set aside, 
which we ask it to do, action of the Commission beyond the 
limits of its Organic Act. 

The order of the District Court in Appeal No. 8967 
should, therefore, be reversed, and no consideration is re¬ 
quired of the contentions of the United States in its appeal, 
No. 8995. 
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C. The contentions of the United States in its appeal, if 
considered, should be overruled. 

1. The United States, in this proceeding, can not override 
orders of the Commission entered before its Order No. 
2796 here under review. 

Before taking up individually the several contentions of 
the United States in its appeal, it is helpful to note their 
common underlying principle that all past actions of the 
Commission, prior to the entry of Order No. 2796 here 
under review, may be reviewed and superseded in this pro¬ 
ceeding. This is the common ground on which are based 
its leading contentions that surplus is excessive because of 
past regulatory action in regard to depreciation and that 
surplus is excessive because of past regulatory sanction of 
excessive rates, both of which contentions will be reviewed 
in detail later herein. 

In this invitation to rewrite all recorded history, the brief 
of the United States disregards the statutory scheme pro¬ 
vided by the Congress. This was written in precise terms. 
It required, in the absence of consent, a specific procedure 
for determination of value, a matter already dealt with 
above. Further, it provided, in the interests of certainty 
and convenience, that the regulatory action of the Commis¬ 
sion in these matters, unless reviewed and reversed by 
prompt procedure for appeal, should be conclusive. The 
Act in terms provides that “any . . . person . . . affected by 
any final order ... of the Commission" (Par. 65, D. C. 
Code 43-704) may, “within thirty days”, file with the Com¬ 
mission an application for reconsideration. But. the Act 
continues, 

“No public utility, or other person or corporation, 
shall in any court urge or rely on any ground not so set 
forth in said application.” 



19 


If reconsideration be denied, “any . . . person . . . affected” 
(Par. 65, D. C. Code 43-705) may “within sixty days” hie 
a petition of appeal in the District Court below. That is 
the only procedure for review. It was manifestly the will of 
the Congress that, where such procedure is not followed, the 
regulatory action shall be beyond attack. Indeed, the 
statute in terms declares that no person shall ‘‘in any court 
urge or rely on any ground not so set forth” in a timely ap¬ 
plication to the Commission for reconsideration. In all 
these years, during which the Commission in its diligent 
discharge of public responsibilities has supervised and regu¬ 
lated the rates of utilities in the District, no challenge has 
thus been made to any of the Commission’s numerous orders 
for anv of the reasons urged in the brief of the United 
States. In such circumstances, we submit, it is the explicit 
statutory scheme that, for all periods up to the entry of Or¬ 
der No. 2796 here under review, the Commission’s prior reg¬ 
ulatory action is conclusively valid. 

Not only is this in accord with the will of the Congress 
as proclaimed in its carefully articulated regulatory scheme 
for the District of Columbia, but it is supported by the very 
constitutional considerations that the United States itself 
invokes. It is clearly established that the action of the Coju- 
mission in fixing rates is of a legislative character.* The 
effect of this legislative action is to authorize the doing of 
business for stated rates. The Company engaged in business 
pursuant to that legislative authorization, and earned: a 
stated return, much of which, following commendable stan¬ 
dards, it left in the enterprise for investment in additional 

*Prentis v. Atlantic Coast Line, 211 U. S. 210 (190S) : Oklahoma 
Natural Gas Co. v. Russell, 261 U. S. 290, 291 (1923): Keller v. 
Potomac Electric Pozoer Co., 261 U. S. 428. 440-2 (1923) : Pacific 
Telephone & Telegraph Co. v. Kuykendall, 265 U. S. 196, 200 (1924) : 
Postum Cereal Co. v. California Fig Nut Co., 272 U. S. 693, 698-9 
(1927) : Federal Radio Commission v. General Electric Co., 281 U. S. 
464, 467 (1930). 
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facilites. While there is no doubt that the regulatory agency, 
by proper compliance with the procedures prescribed by law, 
may impose new legislative rules at any time for the future, 
it can not go back to undo its earlier orders and thus take 
from the Company the property in which it invested much 
of the past earnings derived under those orders. To do so 
would be to appropriate for public use without compensa¬ 
tion, or to transfer from one set of persons to another with¬ 
out compensation, property acquired in the past in full com¬ 
pliance with paramount law in effect at that time. This 
would violate some of the most ancient and fundamental 
principles of English history referred to synoptically in the 
constitutional requirement of due process of law.* 

In result, therefore, while the Commission is, of course, 
free, at any time, to exert, for the future, the rate-making 
powers conferred upon it by the Congress, it can not, either 
in accordance with the congressional direction or in accord¬ 
ance with constitutional limitations, require a reduction of 
rates on the ground that the return earned under its previ¬ 
ous orders was unlawful during the time those previous or¬ 
ders operated, for that would appropriate property retro¬ 
spectively. Nor is it competent for the United States, con¬ 
sistently with statute or constitution, to urge upon this 
Court that such a result be required. That being so, on this 
fundamental ground alone, it follows that no separate con¬ 
sideration need be given to the details of these two leading 
contentions in the brief of the United States. But for com¬ 
pleteness we add, in the two following sections, a demonstra¬ 
tion that, even if considered on their respective merits, they 
are untenable. 

*Cleveland Electric Ry. Co. v. Cleveland, 204 U. S. 116 (1907) : 
Trciglc v. Acme Homestead Ass’n, 297 U. S. 189 (1936) : Osborn v. 
Nicholson, 13 Wall. 654 (U. S. 1871): Ochoa v. Hernandez. 230 
U. S. 139 (1913); Booth v. Hairston. 193 N. C. 278, 136 S. E. 
879 (1927). 
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2. The contention as to depreciation is untenable. 

The argument of the United States on the subject of de¬ 
preciation (Brief, pp. 16-23) is so confused that a restate¬ 
ment of the basic essentials is necessary for any proper con¬ 
sideration. 

The regulatory technique that is attacked by this argu¬ 
ment is the sliding scale arrangement, in each of its succes¬ 
sive forms. A brief and simple statement of that arrange¬ 
ment is made in our opening brief at pages 3-4. In what 
way does the concept of depreciation enter into the calcula¬ 
tions so provided for? Only in one way: among the de¬ 
ductions from gross revenues to provide for costs of opera¬ 
tion there is, rightly, included a deduction for the consump¬ 
tion of service life of the affected facilities under the head¬ 
ing of depreciation. That is an operating expense account. 
The argument of the United States is only that the deduc¬ 
tions so permitted were excessive. They were in fact re¬ 
duced by an amount equalling 4% of the balance in the de¬ 
preciation reserve. That is a balance sheet account, kept 
pursuant to Paragraph 16 of the Act (D. C. Code 43-3151). 
In accordance with general custom, and by express pro¬ 
vision of that paragraph of the Act, it is not a cash fund, 
but a mere accounting record of the cumulative total of de¬ 
preciation charges, less retirements, that have been in point 
of fact reinvested in the property. So it is misleading to 
speak, as the United States does, of “crediting” the deprecia¬ 
tion reserve (Brief p. 21), or to talk of “money paid into the 
reserve” (p. 20). All that the United States means is that 
the deductions for depreciation allowed in applying the slic¬ 
ing scale to the income account should have been reduced 
by a greater percentage factor than the 4% factor actually 
used. 

The mere statement of this contention demonstrates ijts 
unsoundness. No company can produce an excessive sur¬ 
plus, to which this line of argument is addressed, by over- 
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stating its operating costs and thus understating its real 
earnings. Surplus is produced only from reported earnings. 
To understate the earnings is to understate the surplus. On 
basic fundamentals, therefore, this whole line of argument 
is untenable, and it is unnecessary to explore the mathemati¬ 
cal errors, though in themselves of serious nature, that vi¬ 
tiate the tables (Brief p. 21) by which the result of this 
untenable argument are sought to be expressed.* 

We may note, however, that this fundamental misconcep¬ 
tion that undermines the argument of the United States runs 
through its citation of authorities. Thus the actual holding, 
in contrast to the use attempted by the United States, of 
Louisiana R. R. Commission v. Cumberland Telephone Co., 
212 U. S. 414 (1909, quoted at Brief p. 17) is that cash im¬ 
pounded by operating charges for depreciation must be 
‘'disbursed’’ for upkeep of the properties and credited to 
depreciation reserve, a procedure admittedly followed in 
this case, rather than credited to “capital account”. Of 
course there is no suggestion in this case of any such prac¬ 
tice, which would falsify the records by adding to equity 
ownership instead of deducting from net worth of utility 
plant. By the same token, we may note that, if there were 
any substance, which there is not, in the contention of the 
United States that the deductions allowed for the operating 
costs of depreciation in the past have been excessive, the 
effect would necessarily be to overstate the depreciation re¬ 
serve, and thus understate the net rate base on which the 
Commission acted in entering its Order No. 2796 now un¬ 
der review. 

Thus the table purports to show the “total credit to depreciation 
reserve if interest had been computed at allowed basic rate of return” 
(p. 21). The table computes this without reflecting the amount 
“actually credited”. The final figure in the table (column 7) is 
more than twice the total computed after reflecting the amount “ac¬ 
tually credited” (column 4). But the mathematical errors of the table 
are of no interest in view of the fact that its fundamental premises 
are mistaken and no weight can, therefore, be given it. 
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These considerations of principle, however decisive, are 
not the only basis on which we ask that the argument of the 
United States be rejected. The matter has been considered 
before by this Court and the Supreme Court. In ja 
case arising before this same Commission involving a slid¬ 
ing scale arrangement under the same Utility Law, the 
Price Administrator intervened to oppose a slight increase 
of rates. As this court said,* he asserted: 

. . that the method of computing retirement ac¬ 
cruals contained in the sliding scale was more favorable 
to the Company than an annual allowance for deprecia¬ 
tion such as was approved (for a business of limited 
life) by the Supreme Court in Federal Power Commis¬ 
sion v. Natural Pipeline Co., 315 U. S. 575, 62 S. Ct. 
736,86 L. Ed. 1037;...” j 

This Court reversed a decision of the court below and 
upheld in that case the order of the Commission. Upon 
certiorari, the decision of this Court was affirmed by the 
Supreme Court, and in the course of the opinion it said:*** 

“The Administrator urged that the straight line 
method of depreciation embodied in the sinking fund 
plan must be discarded in favor of a sinking fund 
method under the force of decisions of this court, a 
position unsupported by our cases, and evidence was 
offered to show the result which would ensue the sub¬ 
stitution.” (Italics added) 

i 

The Commission rightly thought these declarations were 
authoritative (App. 15, n. 21). We submit they are an un¬ 
equivocal statement of the views of the Supreme Court in 
an indistinguishable situation and should thus be accepted 
as decisive. 

* Washington Gas Light Co. v. Byrnes, 78 U. S. App. D. C. 107, 
137 F. 2d 547, 558 (1943). ‘ i 

**Vinson v. Washington Gas Light Co., 321 U. S. 489. 500 (1944);. 


i 
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There being, in this instance, no statutory direction as 
to the method or formula to be followed in treating deprecia¬ 
tion, no particular method of treating it is required, but 
that is a subject on which the Commission, as the repositary 
of governmental power for the semi-legislative act of fixing 
rates, has discretion. The Commission’s disposition of this 
matter prior to Order No. 2796 here under review is within 
the limits of that administrative discretion. That is just 
what the decision means in Lindhcimer v. Illinois Bell Tele- 
phone Company, 292 U. S. 151 (1934), and all that it 
means. There was no attempt there to exclude from the rate 
base properties paid for out of past depreciation cash. The 
only point in controversy was the action of the commission 
in reducing depreciation charges allowable for the future 
in the income account used as the basis of the rate-making 
order. In sustaining the commission’s action, the Supreme 
Court made it clear that the amount of the allowable operat¬ 
ing expense for depreciation is merely one of the compo¬ 
nents in the total problem put to the administrative judg¬ 
ment, and thus directly related to the permissible rate of 
return as well as to the amount of the rate base. 

From this analysis two conclusions emerge, both fatal to 
the contention of the United States. In the first place, if 
the brief of the United States means only what it says, then 
it is a contradiction in terms and should be denied on that 
fundamental ground alone. If, on the other hand, the brief 
of the United States means more than it says, and intends, 
at bottom, to urge that the real gain from operations was 
greater than the reported amounts, because reported earn¬ 
ings were understated by excessive deductions for deprecia¬ 
tion, such a contention should be denied as wholly without 
support in the record of this case. Quite to the contrary, all 
the evidence was that the operating deductions for deprecia¬ 
tion had not been adequate and the resulting reserve was too 
small. There was no contention here, as in the Lineheimer 
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case, that the Company had been accruing excessive amounts 
for depreciation, either by charges to operating expenses or 
by credits to the reserve. j 

Plainly, therefore, this whole line of argument by the 
United States with regard to depreciation is unfounded 
and should be overruled. 

3. The argument of the United States as to surplus is un¬ 
tenable. I 

i 

It is not competent for the United States to urge that tile 
surplus of the Company is excessive in law for the reason 
that the rates collected by it in the past have been unreason¬ 
ably large. In the first place, the question of what is a rea¬ 
sonable rate is distinctly an administrative question that 
must be decided in the first instance by the administrative 
agency chosen for that purpose by the Congress, and this 
Court, under the applicable statutes, lias jurisdiction only to 
review and reverse on points of law. In the second place, 
there has not been, as the brief of the United States er¬ 
roneously contends, any determination whatever by the 
Commission that the rates of the Company have been un¬ 
reasonably large in the past. This contention is based 
mainly on the premise that the actual earnings, in most 
years, have exceeded the minimum return specified in the 
sliding scale arrangement. But there is no statutory or con¬ 
stitutional requirement that the Commission must limit 
rates to the minimum permissible return. On the contrary,, 
the Commission has rightly recognized that the proper pert- 
formance of its statutory duty requires consideration of tw<j> 
further policies. One is the policy for a practical and workt¬ 
able rule. For that purpose it must be recognized that, in 
regulatory action that is dependent on forecasts of the fila¬ 
ture. approximations are essential, for there is no formula 
to produce precise answers in such areas of judgment and 
any such approach would only ‘‘create an illustion of cerr 

i 

i 
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tainty where none exists” ( Group of Institutional Investors 
v. Chicago, Milwaukee, St. Paul & Pacific R., 318 U. S. 
523, 565 (1943)). The other is that the Commission’s duty 
is not merely that of a policeman, to restrain and prevent 
violations of law by excessive rates, but also that of a 
guardian, to foster and encourage the development of these 
instrumentalities of public service by such treatment as will 
assure adequate access to new capital, by equity securities as 
well as debt. The importance of these policies has been 
recognized by the Congress in the national field of railroad 
regulation and has been the cornerstone of the regulatory 
scheme in that field since the Transportation Act of 1920. 
(Wisconsin R. Com. v. C. B. & Q. R., 257 U. S. 563, 585 
(1922); New England Divisions Case, 261 U. S. 184, 189- 
90 (1923)). 

On both grounds, therefore, it is not competent for the 
United States to ask a determination by this Court that 
rates in earlier years were unreasonably large in the period 
before the Commission changed them, but such rates must, 
in this Court, be accepted as reasonable, during that period. 
Of course these reasons are in addition to all those mentioned 
in Section 1 of this Part C. 

Shifting its ground, then, the United States, without 
regard to the reasonableness or unreasonableness of rates 
in the past, contends that this Court should require the 
Commission to exclude from the rate base and from the 
common stock equity the “entire surplus” (Brief p. 31), 
however derived. 

This novel and astonishing proposition is rested, in the 
first instance, on Par. 75 of the Act (D. C. Code 43-804), 
which forbids a public utility to declare stock dividends. 
But that prohibition has nothing to do with this issue. It 
was enacted at a time when the function and effect of stock 
dividends were not as well known as now, and abuses in 
unregulated accounting practice gave occasion to fear that 
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stock issues on the basis of book surplus could not be policed 
as effectively or freely as if issued only for new money or 
money’s worth. The effect of the prohibition was accord¬ 
ingly to say that, while the Commission should remain free 
to recognize the realities in rate-making, it was not permissi¬ 
ble for utilities to embody in a transferable security having 
currency in the market, and thus capable of distribution 
among public holders, the particular surplus that might at 
the time be shown by its books. The basic policy implicit in 
this prohibition is that for conservative capitalizations. They 
can be maintained only by conservative distribution of earn¬ 
ings. So the basic policy of the prohibition would be 
frustrated by the contention of the United States, to be ex¬ 
amined more fully below, that no return should be allowed 
on additional facilities acquired through reinvestment qf 
earnings that are not distributed in dividends. These de¬ 
cisive answers to this argument of the United States aifc 
further illustrated by a recent discussion of the Securities 
and Exchange Commission appended in the footnote.* 

Apart from this mistaken construction of the policies of 
Par. 75, the United States then urges generally, as fore¬ 
shadowed above, that no property acquired by reinvest¬ 
ment of earnings is entitled to be included in the rate bage 
on which a utility may earn a fair return. This strikes qt 
the root of fundamental policies of sound regulation. With 
the growth of population and industrial activity, there has 
been a strong secular trend in the utility industry, exempli¬ 
fied by the experience of the Company itself, for continual 
additions to operating plant in order to maintain adequate 

_. i 

j 

*An application has been filed by Washington Railway and Electric 
Company before the Securities and Exchange Commission, with the 
view of eliminating Washington Railway, which owns all the common 
stock in the Company, and having the Company become a direct sub¬ 
sidiary of The North American Company. This application is made 
contingent upon the enactment by the Congress of legislation modify¬ 
ing the section now under consideration. In the course of this re^- 
organization, a stock dividend would be declared. The views of the 
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and modern service to the public. If the recommendations 
in the brief of the United States were actually followed in 
practice, they would require that every penny of earnings be 
distributed in dividends, heedless of improvement require¬ 
ments, and that all funds necessary for improvement require¬ 
ments be obtained by the public sale of new senior securities, 
either debt or preferred stock. This would mean a constant¬ 
ly shrinking proportion of junior equity capital and a con¬ 
stantly increasing proportion of senior securities for public 
distribution. This could not be reconciled, in any thought¬ 
ful analysis, with the real interests of consumers or inves- 

Securities and Exchange Commision on this point are illuminating 
(Washington Railway and Electric Co., Holding Company Act Re¬ 
lease No. 6410 (February 15, 1946)) : 

“The Public Utilities Law of the District of Columbia was 
passed in 1913. six years before the decision in Eisner v. Ma- 
combcr which led to a better understanding of stock dividends. 
The retention and reinvestment of earnings is often most de¬ 
sirable, and the payment of dividends in stock, and the resultant 
transfer from the earned surplus account to capital account, gives 
recognition to the actual invested capital of the company. 

“It is the contention of the Department of Justice that Pepco’s 
earned surplus was derived from excessive rates and should not 
now be capitalized in the form of stock. Whether Pepco’s rates 
are, or were, excessive, and whether its earned surplus should 
be considered as part of the prudent investment of Pepco for rate¬ 
making purposes, are matters to be decided by the District Com¬ 
mission and the Courts in which such a decision may be re¬ 
viewed. However, if, as the District Commission has indicated, 
such earned surplus has resulted from the accumulation from 
undistributed earnings properly allowed and invested in the 
assets of Pepco, we are aware of no standard or of any policy of 
the Holding Company Act. which would prevent the payment of 
such a stock dividend if it were legal to do so under local law. It 
would appear that what is represented by earned surplus on the 
books of Pepco has actually been converted into physical assets 
of the Company, and it is in the interest of security holders to 
designate as capital that which the Company recognizes and uses 
as such. We are satisfied that removal of the restriction con¬ 
tained in the present law to permit the payment of stock divi¬ 
dends by Pepco, subject to the approval of the District Commis¬ 
sion and of this Commission, would facilitate the administration 
of the Holding Company Act in its application to the pending 
plan.” 
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tors, or indeed with the continued survival of the industry in 
sound financial health. It is universally recognized that, in 
the interests of consumers and the financial health of the 
enterprise, prudent management does not pay out the entire 
earnings in dividends, but leaves some substantial portion 
in the enterprise for reinvestment in new facilities. Clearly, 
the common stockholders have, apart from regulatory re¬ 
strictions, the legal right to pay out all earnings in dividends 
to themselves. If they forego this privilege and elect ip- 
stead to apply some portion of the earnings to improvement 
requirements, there can be no doubt that they have, in ef¬ 
fect, invested new money as fully as if the cash had gone 
through the form of being paid out in dividends and paid 
back to the utility as a subscription to new stock. The argu¬ 
ment of the United States therefore disregards all realties of 
the situation, whether appraised on the basis of legal rights 
or on the basis of sound policies for public regulation. It 
should not be tolerated by this Court. 

Though these considerations of principle are in them¬ 
selves, we submit, decisive, they do not stand alone and, ap 
above, the matter need not be faced by this Court de 7ioz’0. 
On the contrary, there have been repeated and decisive 
formulations of these principles in administrative and judih 
cial decisions, of such weight as by themselves to call for 
similar action by this Court. i 

The ruling of the Commission itself in this case is ip 
terms to command respect. It said (App. 15): 

I 

“Counsel for the Procurement Division of the Treasf 
ury Department contend that the prudent investment 
in the Company is about $53,563,000, representing the 
invested capital after the elimination of the earned sur¬ 
plus and the elimination of $3,755,000 from the com¬ 
mon capital stock account. 

“The elimination of earned surplus or undistributed 
earnings from invested capital finds no support in rea- 
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son or in law. On the contrary, it is universally recog¬ 
nized by both courts and regulatory authorities that un¬ 
distributed earnings invested in the assets of a corpora¬ 
tion are just as much a part of invested capital as are 
the dollars obtained by the sale of securities. All ad¬ 
justments to the common stock account found neces¬ 
sary by the original cost determination previously re¬ 
ferred to have been made by charges against earned 
surplus, in accordance with accepted accounting prac¬ 
tice. Hence, the elimination of $3,755,000 from the 
common-stock capital of Pepco, as suggested by coun¬ 
sel, would result in a duplicate elimination from the in- 
vested-equity capital. The Commission rejects as whol¬ 
ly unsound these contentions.'’ 

The Securities and Exchange Commission took a simi¬ 
lar view in 1942, when it, as a condition to permission to 
sell new bonds, imposed on the Company requirements to 
assure the retention among the assets of a substantial por¬ 
tion of future earnings. The Commission said (Potomac 
Electric Power Co., 11 S. E. C. 1240 (1942)): 

“In our previous findings and opinion (see Potomac 
Electric Pozvcr Company, 8 S. E. C. 30, 36 (1940)), 
we discussed PEPCO’S policy in respect to the financ¬ 
ing of its improvements and expansion, and we there 
pointed out that since 1933 the applicant had reversed 
its long established policy of providing in large mea¬ 
sure for plant improvements and expansion by rein¬ 
vestment of earnings and that the policy was then to 
finance to the greatest extent possible through the is¬ 
suance of debt securities. At that time we made the fol¬ 
lowing observation: 

“ ‘Generally speaking, without consideration of 
the peculiar facts which may exist in each particu¬ 
lar case, the indefinite continuance of this practice 
is open to serious question as to financial sound¬ 
ness. While the present ratio of debt to property 
may not call for the imposition of conditions by 



31 


this Commission designed to curb the excessive j 
continuation of the practice, the imposition of such j 
conditions, if the practice be not voluntarily modi- ; 
fied, will necessitate consideration by this Commis¬ 
sion in connection with future applications of the 
present character.’ ” (p. 1247) 

***** 

“It thus appears that PEPCO’s practice of paying 
out its entire earnings in dividends will have to be modi- I 
fied in order to provide a basis for the issuance of ad- j 
ditional senior securities. Accordingly, we will condi- j 
tion the granting of this application so as to require the 
applicant to notify this Commission at least 30 days 
before it declares any cash dividend on its common 
stock.” (p. 1249) 

The Massachusetts Department of Public Utilities has 
been explicit that facilities acquired by reinvestment of earn¬ 
ings must be included in the rate base on which a fair return 
is allowed. In Springfield v. United Electric Company, 39 
P.U.R. (NS) 135,139 (1941),itsaid: 

! 

“Surplus earnings of the company properly acquired 
which are prudently invested in plant are also included j 
in the rate base and the company is fairly entitled to a j 
fair return on the surplus so invested. Surplus has been 
determined judicially to be the company’s property, j 
therefore the company may declare its surplus as div¬ 
idends, but if it elects instead to invest it in plant the 
customers are served by that plant, which may be fi¬ 
nanced by the issue of capital stock. It is only fair | 
under such circumstances that a return should be per- I 
mitted as well in the case of surplus prudently invested 
in plant as in the case of plant which is capitalized 
by the issue of stock. In other words, plant acquired by 
the use of surplus as properly belongs in the rate base 
as plant acquired with the proceeds of a stock issue. 
Fall River Gas Works Co. v. Gas & E. L. Comrs. 
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(1913) 214 Mass. 529, 102 NE 475; Northampton 
Electric Lighting Co. Case, supra.” (Italics added) 

This doctrine is unassailably established in the courts. 
Thus the Supreme Court said in Board of Public Utility 
Commissioners v. Nczv York Telephone Co., 271 U. S. 23, 
31 (1926): 

“The customers are entitled to demand service and 
the company must comply. The company is entitled to 
just compensation and, to have the service, the cus¬ 
tomers must pay for it. The relation between the com¬ 
pany and its customers is not that of partners, agent 
and principal, or trustee and beneficiary. Cf. Fall River 
Gas Works v. Gas & Electric Lights Corners, 214 Mass. 
529, 538. The revenue paid by the customers for serv¬ 
ice belongs to the company. The amount, if any, re¬ 
maining after paying taxes and operating expenses, in¬ 
cluding the expense of depreciation is the company’s 
compensation for the use of its property. If there is no 
return, or if the amount is less than a reasonable return, 
the company must bear the loss. Past losses cannot be 
used to enhance the value of the property or to support 
a claim that rates for the future are confiscatory. Gal¬ 
veston Electric Co. v. Galveston , 258 U. S. 388, 395; 
Georgia Ry. v. R. R. Comm., 262 U. S. 625, 632. And 
the law does not require the company to give up for the 
benefit of future subscribers any part of its accumula¬ 
tions from past operations. Profits of the past cannot 
be used to sustain confiscatory rates for the future. 
Newton v. Consolidated Gas Co., 258 U. S. 165, 175; 
Galveston Electric Co. v. Galveston, supra, 396: Mon¬ 
roe Gaslight & Fuel Co. v. Michigan Public Utilities 
Commission, 292 Fed. 139, 147: City of Minneapolis v. 
Rand. 285 Fed. 818, 823; Georgia Ry. & Power Co. v. 
Railroad Commission, 278 Fed. 242, 247, affirmed 262 
U. S. 625 : Chicago Rys. Co. v. Illinois Commerce Com¬ 
mission, 277 Fed. 970, 980; Garden City v. Telephone 
Company, 236 Fed. 693, 696. 
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“Customers pay for service, not for the property used 
to render it. Their payments are not contributions to de-j 
preciation or other operating expenses, or to capital ofj 
the company. By paying bills for service they do not ac¬ 
quire any interest, legal or equitable, in the property; 
used for their convenience or in the funds of the com- 

i 

pany. Property paid for out of moneys received for 
service belongs to the company, just as does that pur -j 
chased out of proceeds of its bonds and stock.” (Italics! 
added) 

j 

It follows, therefore, that property paid for out of 
moneys received for service is entitled to the full mea¬ 
sure of constitutional protection. The Court recognized 
this in the case just quoted, saying: 

“Constitutional protection against confiscation does not 
depend on the source of the money used to purchase 
the property.” (271 U. S. at 31) 

Plainly, therefore, the contention of the United States 
that an amount of property equal to recorded surplus must 
be excluded from the rate base, or, in the alternative, that 
the recorded surplus must be excluded from the common 
stock equity, is wholly untenable and should be overruled. 

The other allegations in the petition of appeal by the 
United States are of smaller moment, but since we are con¬ 
cerned to show that none of them states a cause of action, 
we will, for completeness, comment on each of the remain¬ 
ing assertions. 

4. The contention of the United States that there is “zca- 
tered stock ” to be excluded from an allozoancc of a fair re¬ 
turn is untenable. 

The United States complains, in its fourth allegation as 
summarized by this Court,* that the Company is not entitled 


♦Page 2 above. 
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to a return on its outstanding capital stock issued without 
consideration. With that generality we have no quarrel. But 
it has no application here. There were, indeed, differences 
of view at an early date between the Commission and the 
Company as to certain of the shares of common stock orig¬ 
inally issued. The Commission found that they were issued 
for considerations that it would not permit to be recorded 
in full in the Company’s accounts. But in obedience to the 
Commission’s findings, the Company appropriated a part 
of its earned surplus, the status of which is shown in the 
next preceding section of this brief, and, in lieu of distrib¬ 
uting cash in that amount as dividends to stockholders, 
charged it off to take the place of the considerations that had 
been criticized by the Commission. This fully cured the sit¬ 
uation and no '‘watered stock” remained. As the Commis¬ 
sion itself said (App. 16): 

“All adjustments to the common stock account found 
necessary by the original cost determination previous¬ 
ly referred to have been made by charges against 
earned surplus, in accordance with accepted accounting 
practice.” 

There can be no question that this action fully corrects 
the transactions questioned in the brief of the United States. 
Making good the deficiency in the payment for stock by 
transfers from surplus did not enlarge the total common 
stock equity. 

5. The argument of the United States against the exclu¬ 
sion of Exhibit 74 is untenable. 

The sixth allegation of error presented by the United 
States, as summarized by this Court,* is that the Commis- 


*Page 2 above. 
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sion erred in excluding from the record the Government’s 
Exhibit 74. 

Exhibit 74 was a voluminous collection of miscellaneous 
corespondence and papers, the great majority of which were 
hearsay. It was not a public document of a nature normally 
admissible. It contained a report prepared by the staff of 
the Securities and Exchange Commission at the request of 
the Public Utilities Commission, dealing with the acquisi¬ 
tion of the stock of the Washington Railway and Electric 
Company by The North American Company. 

The Commission, it appears from the exhibit, at an earlier 
date commenced an investigation as to the legality of North 
American’s holdings and invited the assistance of the Se^ 
curities and Exchange Commission. Upon receipt of the lat¬ 
ter’s report, the Commission submitted it to the Attorney* 
General of the United States bv letter dated March 22, 
1944, requesting his opinion whether the law' had been vio¬ 
lated. It is believed that the Attorney General has not yet 
rendered an opinion. j 

The Government alleges in paragraph 16 of its petition; 
of appeal (App. 52-53) that this exhibit was offered to provej 
that North American acquired the stock, not of the Com¬ 
pany but of the Company’s parent, Washington Railway,; 
illegally: that North American acquired a controlling in¬ 
terest and exercised it in order to have rates fixed by an! 
improper method and at levels grossly in excess of those j 
which w'ere just and reasonable: and that North Americani 
is now proposing a reorganization of the Company under 
which the benefits of excessive earnings will inure to its; 
benefit. 

When this exhibit was offered, the Commission, after j 
objection and argument, excluded it as “incompetent and ir-1 
relevant” (App. 521). The United States contends that this j 
was error, and begins its argument on this point with the 
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conclusion that North American's holding of the stock of 
Washington Railway was illegal, despite the absence of any 
ruling on this point by any responsible authority. 

The Government's contention is based on an alleged viola¬ 
tion of the LaFollette or Anti-Merger Act.* This statute, 
as originally enacted, prohibited the ownership by a foreign 
holding company of 20 per cent or more of the capital stock 
of a District of Columbia utility. But in 1925, the LaFollette 
Act was amended so as specifically to exempt from its pro¬ 
visions the ownership of stock of street railway companies 
operating in the District of Columbia.** Section 1 of this 
statute authorized the merger or consolidation of such street 
railway companies and Section 2 provides as follows: 

“Sec. 2. The inhibitions and restrictions contained in 
section 11 of the Act of March 4, 1913 (commonly 
known as the anti-merger law. Public Numbered 435, 
Thirty-seventh Statutes at Large, page 1006), be, and 
the same are hereby, removed so far, and only so far, 
as they affect the acquisition by any corporation of the 
stocks or bonds of any of the corporations referred to 
in the foregoing section.'’ 

Washington Railway for years prior to 1925 and until 
the transfer to Capital Transit Company of its street rail¬ 
way properties in 1933, was a street railway company op¬ 
erating in the District of Columbia. The Act of 1925 there¬ 
fore specifically sanctions the ownership of its stock by 
North American, a foreign holding company. 

Washington Railway now owns and has owned since 1900 
all of the common stock of the Company. It would appear 
that the Government's contention of illegality must be based 

*Section 11. Act of March 4, 1913. 37 Stat. 1006. See brief on be¬ 
half of United States, page 6. The provisions of this Act may be 
found on page 45 of the United States brief. 

**43 Stat. 1265. 
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on North American’s holdings of the common stock df 
Washington Railway. Washington Railway originally ac¬ 
quired the stock of the Company pursuant to specific author¬ 
ization of the Congress.* And the fact of this ownership 
was known to the Congress at the time it enacted the 1925 
legislation permitting the acquisition of Washington Rail¬ 
way by holding companies. Furthermore, with full knowl¬ 
edge of North American’s stock ownership, Congress in 
1933 reaffirmed the right of Washington Railway to own 
the common stock of the Company.** If North American 
was authorized to acquire the stock of Washington Railr 
way, as the statute clearly provided, certainly the resulting 
relationship to the Company is not and never was illegal. 

This matter has been the subject of litigation and the 
result favored the position of North American. In a bill 
filed in the District Court below (then the Supreme Court 
of the District of Columbia) in 1928, it was alleged that The 
North American Company was a foreign holding corporat¬ 
ion owning more than 50 per cent of the capital stock of 
Washington Railway and Electric Company in violation 
of the LaFollette Act. On demurrer, The North American 
Company and Washington Railway and Electric Company 
having brought to the court’s attention the significance of 
the above-quoted Act of 1925, the bill was dismissed.! 

In any event, jurisdiction to take action under the LaFolj 
lette Act is vested exclusively in the District Court below in 
the manner provided in that Act, and resort to that court by 
proper action is the way to determine these questions if de- 


*Act of June 5, 1900, 31 Stat. 270. 

**Pub. Res. No. 47, 72d Cong., 1st Sess. (1933), 47 Stat. 752, 
as amended, 47 Stat. 819. 

fUnreported: John J. Noonan v. The North American Co. and 
Washington Railway and Electric Co., Equity No. 48332 (192S). 
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sired, and not as an incident to a question of admissibility 
of evidence in this proceeding that deals with different 
matters. 

Like all its other charges that various acts were “illegal”, 
the contention of the United States in this connection is ab¬ 
solutely unsupported in fact or in law. Having made its ini¬ 
tial unfounded charge of “illegality”* in this regard, the 
United States does not charge that managerial fees were 
paid North American by any of its direct or indirect sub¬ 
sidiaries concerned herein. It does not charge that contracts 
for construction work or other services were entered into be¬ 
tween them. It does not allege that payments were received 
from any of them in any form or for any purpose, other 
than pro-rata dividends paid in like fashion to other stock¬ 
holders. 

It does allege again that excessive returns were re¬ 
ceived.** These earnings were regulated by the Commission; 
the United States is again terming “illegal” the orders con¬ 
sidered hereinabove and shown to be valid. It complains of 
a sale of common stock at par, a normal business operation 
and sanctioned in this instance by the Commission. The Gov¬ 
ernment thus again tries to appeal here past orders of the 
Commission. It complains also that the Securities and Ex¬ 
change Commission has been asked to approve a plan of re¬ 
organization ; certainly the discussion of that problem is not 
pertinent in this proceeding, and the proper forum is readily 
accessible.y 

*Brief on behalf of the United States, page 35. 

**Bricf on behalf of the United States, page 35. 

fThese objections were addressed by the United States to the 
Securities and Exchange Commission and that Commission apparently 
thought them of little validity. The plan was proposed on a contingent 
basis, that it should not become effective until certain changes were 
made by the Congress in the Utility Law and the LaFolIette Anti- 
Merger Act. Over the strenuous objection of the United States, the 



39 


There were no proper allegations of fact that the Corm 
pany’s rates were affected in any degree by the ownership 
of its stock. In view of all the circumstances, the matter 
contained in Exhibit 74 was absolutely irrelevant and the 
Commission’s action in excluding it was correct. j 

j 

6. The order requested by the United States is not a proper 
er order in this case. | 

In the fifth section of its brief, the United States assumes 
that a final decision of this case in its favor would be an ulti¬ 
mate decision on the merits. It then proceeds to request that 
an order be entered in a novel form directing the court below + 
to retain the case until an entirely new order has been pre-* 
pared and entered by the Commission, this order to relate 
back to the time of the entry of the order appealed from. 

Of the two cases cited to support this proposition, the 
earlier has no such provisions and the later concerned ap 
entirely different situation where the Supreme Court, with 

Securities and Exchange Commission rendered an “Interim Opinion”! 
and stated in conclusion ( Washington Railway and Electric Company ,! 
Holding Company Act Release No. 6410 (February 15, 1946)) : 

“We conclude that the over-all objectives of the proposed plan, 
namely, the acquisition of Braddock by Pepco, the elimination; 
of Washington Railway and Washington Rockville and the sep-i 
aration of Pepco from Transit, are desirable under the policy 
expressed in the Holding Company Act and are a step toward 
compliance by The North American Company holding com¬ 
pany system with our order of April 14, 1942, issued pursuant^ 
to Section 11 (b) (1) of the Act. For reasons which we have 
already indicated, we believe that the proposed legislation would 
facilitate the attainment of those objectives. With respect to the j 
means proposed of accomplishing the objectives, we have en-; 
countered certain problems which cannot be resolved at this 
time because of the fact that Congress and the District Commis-j 
sion have not as yet acted and such problems cannot definitely; 
be resolved until such time as the proposed plan is in a position 
to be consummated. However, we feel that to the extent that 
provisions of the present plan may be unacceptable other means ! 
of accomplishing the objectives of the plan are readily available.”' 
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some difficulty, directed the retention of a case until an ad¬ 
ministrator exercised his discretion in defining a term, 
something entirely different from making a decision on 
rates, a much more highly complex procedure. 

But in any event, a decision in favor of the United States, 
as has been pointed out earlier, is not a decision on the mer¬ 
its. It is merely a decision that the petition of appeal of the 
United States alleges facts warranting the District Court 
to proceed to a decision on the merits. There were no find¬ 
ings of fact by the court below and such findings are both 
under the Utility Law* and the Federal Rules of Civil Pro¬ 
cedure,** a prerequisite to a determination on the merits. 
As this Court said in the recent case of Polaroid Corp. v. 
Markham, 151 F. 2d 89, 90 (App. D. C., 1945): 

“Reports of testimony, without more, are not ade¬ 
quate findings of fact. Since operativeness, reduction to 
practice, and priority of invention are questions of fact 
it was error to designate findings on these matters as 
conclusions of law. This error would be largely formal, 
and probably would not require a remand, if we could 
get a clear understanding of the basis of the court’s 
judgment. Cf. Minnesota Mining & Mfg. Co. v. Coe, 75 
U. S. App. D. C. 131, 125 F. 2d 198. But we cannot tell, 

*Paragraph 65 of the Utility Law provides in part as follows: 

“Upon the conclusion of its hearing of any such appeal the 
court shall either dismiss the said appeal and affirm the order 
or decision of the commission or sustain the appeal and vacate 
the commission’s order or decision. In either event the court 
shall accompany its order by a statement of its reasons for its 
action, and in the case of the vacation of an order or decision of 
the commission the statement shall relate the particulars in and 
the extent to which such order or decision was defective.” 

**RuIe 52(a) of the Federal Rules of Civil Procedure sets forth the 
following requirements: 

“In all actions tried upon the facts without a jury, the court 
shall find the facts specially and state separately its conclusions 
of law thereon and direct the entry of the appropriate judg¬ 
ment. . . .” 
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i 


from the findings and conclusions, whether the court! 
disbelieved the uncontradicted testimony of appellants’: 
witnesses or whether it considered that this testimony! 
though true failed for some reason or reasons of law! 
to establish inoperativeness and reduction to practice.! 
The record of the proceedings in the Patent Office does; 
not help us; no evidence was offered there on the issue 
of inoperativeness, and on the issue of reduction to 
practice the appellants presented considerable additional 
evidence in the District Court. Accordingly we must! 
set aside the judgment and remand the case for a fuller! 
compliance with the requirement of Federal Rules of! 
Civil Procedure, Rule 52 (a) that the court ‘find the: 
facts specially and state separately its conclusions of; 
law thereon * * *.’ Cf. United States v. Esnault-Pel- 
terie, 299 U. S. 201, 57 S. Ct. 159,81 L. Ed. 123; Inter-! 
state Circuit, Inc. v. United States, 304 U. S. 55, 58 
S. Ct. 768, 82 L. Ed 1146; Saginaw Broadcasting Co. j 
v. Federal Communications Commission, 68 App. D.j 
C. 282,287,96 F. 2d 554.” j 

i 

It follows, therefore, that should the appeal of the United 
States be successful, the order of this Court should merely j 
remand the case to the court below with directions that it i 
proceed to a decision on the merits in accordance with this j 
Court’s opinion. j 

i 

I 

I 

V. CONCLUSION 

It is respectfully submitted that the order of the District! 
Court in Appeal No. 8967 of the Company should be re¬ 
versed and the rate order should be vacated in its entirety, ; 
as a result of which it will be unnecessary to consider the 
contentions in the appeal of the United States. But if they j 
be considered, the order of the District Court in Appeal 
No. 8995 of the United States should be affirmed. If, how¬ 
ever, this Court should find that the allegations of the peti- , 
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tion of the appeal of the United States state facts entitling 
it to relief, then this Court should remand the case to the 
District Court below with directions that it proceed to a 
decision on the merits in accordance with this Court’s 
opinion. 

Dated March 21, 1946. 
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